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Editor’s Notes

The phone rings. A deadline looms.
A dear friend awaits us at dinner to
discuss a critical emotional problem.
Clients depend on us, students ask for
our counsel, families need us. Last
night’s meeting and speech, although
worthwhile, kept us away from longedfor hours of quiet unwinding at home.
And we just have to do something
about getting our wardrobe in shape
for the trip this weekend. We fantasize
of solitude and a life where we do not
have to perform so many roles.
Was it always so difficult? Probably
so, one way or another, and yet stress
is one of the buzzwords of the eighties.
Time Magazine gave feature coverage
to stress in its June the sixth issue,
lagging some months behind the more
erudite and sophisticated press but
nevertheless conferring popular
recognition on what has long been
conventional wisdom anyway. It isn’t
easy to meet all the demands of life.
In the vernacular, it is tough to get it
all together.
Multiple demands are presumably
concomitant with competitive crowded
society in the age of technological
advancement. Our horizons have
widened but the vista is bewildering
and maintaining the vantage point can
be very costly. Too many people
clamor for our exemplary performance.
Small wonder that we occasionally fall
into reverie dreaming about life in the
country-green, fresh and quiet.
We were in just such a rural setting
last week and chanced into conversa
tion with an appointee of the state who
counsels farmers about financial
management. That particular day he
had conducted a seminar for area
farmers dealing with, of all things,
stress. That seemed quite incongruous
until the county agent reminded us of
the heavy capitalization modern farm
ing requires, and the high interest
rates that make it onerous to purchase
seed supplies and tons of fertilizer, not
to mention the heavy equipment that
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On being all things

is an absolute necessity if the farmer
is to compete successfully. He must be
tiller of the soil, weather adaptable,
management genius—all things. . . .
So much for our escapist dream of a
lush summer meadow, with cattle
knee-deep in the bordering brook.
Women have long been forced to
assume the many faces of Eve, as
housewife, mistress, mother, commun
ity do-gooder and sometimes filial
servant to an aging parent. Today we
also assume the demands of career
ing. It has been a happy assumption
for the most part, but it has had its
costs in split loyalties. And somewhere
along the way twentieth century men
as well as women have had to become
jugglers of time and dealers in
compromise.

We have become all things to all
men, if we may quote St. Paul. (St.
Paul tried so very hard to please all of
his diverse congregations. Since the
advent of women’s equality postdated
the good saint by many centuries we
must assume he would, today, say “all
things to all people.”) But it must have
been difficult, even for a saint, to be
“all things” without sacrificing some
sense of identity and direction. Is that
what is happening to the accounting
profession today?
We are reminded of a story by a
minister we know who has an unusual
combination of spiritual depth and
secular awareness, well seasoned with
humor. It seems that a young couple
not of the home flock, he Jewish and
she of very rigid Protestant
background, wished to be married and
could not persuade either of their
spiritual leaders to perform the
ceremony. After some discussion our
storyteller and a young rabbinical stu
dent eventually stood together to unite
the troubled couple. The minister felt
a great glow of tolerance and remark
ed to the student that they should allow
themselves some congratulations on

being so broadminded. “Perhaps,” re
sponded the budding rabbi, “but I
have the suspicion we are so broad
minded that we have each compromis
ed our ethics.”
Some of the basically benevolent
desire to be all things to all people is
inherent in the overload of accounting
standards that burdens the profession.
It would, of course, be a fatal error for
GAAP to be so rigid that they were
ultimately denied by most of the
business world. But pliancy can be
confusing, at best, and easily verges
on sheer permissiveness. Good or
bad, it diverts attention away from
basics so that as the FASB proliferates
standards it has to neglect attention to
completion of its conceptual
framework. While special interests are
served the attention to basic ethics of
accounting is deferred.
Editing The Woman CPA presses
immediately against the problem of
being all things. Our readership is
composed of academics, public and
private accounting practitioners, and
accounting students. Some have an
array of degrees and credentials;
others have less sophistication
although no lack of talent. Clearly, we
cannot please every reader with every
page of print.
With the October issue Glenda Ried
of the faculty of the University of
Toledo will become editor of The
Woman CPA. We think she’ll avoid the
trap of trying to be all things to all
readers. She will please all of the
readers some of the time and, we
know, will never compromise the
ethical standards of our journal. We
look forward to her competent and
dedicated editorship.

Current Tax Laws
and R & D
Opportunity and Incentive

By Mary Lynn Siegler

The Economic Recovery Act has
made many changes to the current tax
laws. One such change was the addi
tion of a credit against tax for research
expenses made after June 30, 1981
and before January 1,1986. This new
law (Section 44F) was designed to en
courage companies to perform more
research and development. As a result
of this encouragement, many com
panies are consulting their account
ants to find out how they can benefit
from the research credit. One such in
quiry is described below.
Corporation X has decided to spend
a portion of the company’s profits on
research and development (R&D).
They do not have the inhouse facilities
with which to perform the needed
research and therefore find it neces
sary to contract for these services.
A 78 percent stockholder (E) of Cor
poration X has proposed that he form
a partnership with N and that the E-N
Partnership perform the needed R&D
for X Corporation. N is an engineer and
has experience in the R&D field.
Because E&N do not have the
money to fund the needed R&D on
their own, X Corporation will sign a
contract with E-N which stipulates that

X make regular payments to E-N in
return for the first right to purchase any
patents obtained by E-N as a result of
the R&D performed for X.
X Corporation wants to know what
the tax consequences of this plan
would be and what changes to the plan
could be made in order to lower the
taxes of both Corporation X and Part
nership E-N.

Section 44F—Credit for Research
Activities
To answer these questions, Code
Section 44F was researched first. This
section allows as a credit against tax;
“an amount equal to 25% of the ex
cess (if any) of—
(1) the qualified research expenses
for the taxable year, over
(2) the base period research ex
penses.” (Sec. 44F(a))
Qualified research expenses are ex
penses paid or incurred by the tax
payer while carrying on any trade or
business for in-house research and
contract research expenses. (Sec.
44F(b)) However, there are certain
restrictions on amounts paid for con
tract research as follows:

(1) Only 65% of amounts paid for
contract research expenses are
considered qualified research
expenses for the purpose of
calculating the credit. (Sec.
44F(b))
(2) Amounts paid to others for R&D
qualify for the credit only if they
are pursuant to a written re
search agreement between the
parties. (Sec. 44F(e))
(3) The organization performing the
contract research must, accord
ing to Sec. 44F(e), be;
(a) any educational organization
which is described in section
170(b) (1) (A) (ii) and which
is an institution of higher
education (as defined in sec
tion 3304(f), or
(b) any other organization
which—
(i) is described in section
501(c) (3) and exempt
from tax under section
501(a).
(ii) is organized and oper
ated primarily to con
duct scientific research,
and
(iii) is not a private founda
tion.

Therefore, it would appear from ex
amining Section 44F that X Corpora
tion would be allowed to use 65
percent of the amount it pays to E-N
Partnership in calculating the tax credit
as long as Corp. X has a written re
search agreement with E-N.
In order to obtain a credit, X must
have expenses during the taxable year
which exceed the base period re
search expenses. The base period
research expenses are arrived at by
taking the qualified research expenses
for the three immediately preceding
tax years and averaging them. Special
rules apply to calculating the base
period research expenses when the
credit is taken for years beginning in
1980-1982. (Sec. 44F(c)) In no event
shall the base period research ex
penses be less than 50 percent of the
qualified research expenses for the
determination year. (Sec. 44F(c))

This translates to a maximum credit
of 8.125 percent of qualified research
expenditures of X Corp., as shown in
the following computation.
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Payments to E-N Partnership
Amount allowable for
contract services

Qualified research expenses
Minimum base period re
search expenses (65x50%)
Credit

100

65%
65
(32.5)
32.5
25%
8.125%

In addition, the credit is limited to the
tax liability for the taxable year reduced
by other credits. However, it may be car
ried back three and forward 15 years.
(Sec. 44F(g))
The credit is only available for expen
ditures made after June 30, 1981 and
before January 1, 1986.
Section 44F has one other restriction
applicable to X Corp. which is spelled
out in the Committee Reports on the
Economic Recovery Act.1
‘‘The credit is not available for any
activity performed for another person
(or governmental entity), whether pur
suant to a grant, contract, or otherwise.
Thus, if a taxpayer contracts with a re
search firm, university, or other person
for research to be performed on the
taxpayer’s behalf, only the taxpayer
which makes payments under the re
search contract and on whose behalf
the research is conducted can claim
the credit as to those expenditures; the
research firm, university, or other per
son which conducts the research on
behalf of the taxpayer cannot claim any
credit for its expenditures in perform
ing the contract.”

Therefore, only Corp. X is qualified to
take the credit. However, E-N would still
be able to benefit from R&D expense
deductions allowed under Section 174.
Section 174—Research and
Experimental Expenditures
Section 174 allows a taxpayer to treat
as expenses any research or experi
mental expenditures paid or incurred in
connection with his trade or business.
(Sec. 174(a)) Regulation 1.1.74-2 states;
‘‘The term ‘research or experimental
expenditures, ’ as used in section 174,
means expenditures incurred in con
nection with the taxpayer’s trade or
business which represent research and
development costs in the experimental
or laboratory sense. The term includes
generally all such costs incident to the
development of an experimental or pilot
model, a plant process, a product, a
formula, an invention, or similar prop
erty, and the improvement of already
existing property of the type mentioned.
The term does not include expenditures
such as those for the ordinary testing
or inspection of materials or products
4/The Woman CPA, July, 1983

for quality control or those for efficiency
surveys, management studies, con
sumer surveys, advertising, or promo
tions. However, the term includes the
costs of obtaining a patent, such as at
torneys’ fees expended in making and
perfecting a patent application. On the
other hand, the term does not include
the costs of acquiring another’s patent,
model, production or process, nor does
it include expenditures paid or incurred
for research in connection with literary,
historical, or similar projects.
The provisions of this section apply
not only to costs paid or incurred by
the taxpayer for research or experi
mentation undertaken directly by him
but also to expenditures paid or in
curred for research or experimenta
tion carried on in his behalf by
another person or organization (such
as a research institute, foundation,
engineering company, or similar
contractor). ”

Thus, it is permissable for both Corp.
X and Partnership E-N to deduct as ex
penses the allowable “research or ex
perimental expenditures”. For X, this
would be the amounts paid to E-N. For
E-N, this would be the costs incurred
in performing R&D for Corp. X, which
would offset the income received from
X.
After substantial R&D expenses,
Partnership E-N hopes to have devel
oped plans for a new or improved prod
uct which can be patented. They also
hope that Corp. X will want to purchase
the patent.
In considering the tax consequences
of the sale of the patent, it is necessary
to look at Section 1235 of the 1954
Code.
Section 1235—Sale or Exchange of
Patents

Section 1235(a) states that the sale
of a patent qualifies for capital gains
treatment if:
(1) all substantial rights to the pa
tent are transferred,
(2) by a holder of the patent,
(3) to an unrelated party.
Reg. 1.1235-2(b) defines “all sub
stantial rights” as follows:
‘‘The term ‘all substantial rights to a
patent’ means all rights (whether or
not then held by the grantor) which
are of value at the time the rights to
the patent (or an undivided interest
therein) are transferred. The term ‘all
substantial rights to a patent’ does
not include a grant of rights to a
patent—

(i) Which is limited geographically
within the country of issuance;
(ii) Which is limited in duration by
the terms of the agreement to a
period less than the remaining life of
the patent;
(Hi) Which grants rights to the
grantee, in fields of use within trades
or industries which are less than all
the rights covered by the patent,
which exist and have value at the
time of the grant;
(iv) Which grants to the grantee
less than all the claims or inventions
covered by the patent, which exist
and have value at the time of the
grant,
The circumstances of the whole
transaction, rather than the particular
terminology used in the instrument of
transfer, shall be considered in deter
mining whether or not all substantial
rights to a patent are transferred in a
transaction.
(2) Rights which are not con
sidered substantial for purposes of
section 1235 may be retained by the
holder. Examples of such rights are:
(i) The retention by the transferor of
legal title for the purpose of securing
performance or payment by the
transferee in a transaction involving
transfer of an exclusive license to
manufacture, use, and sell for the life
of the patent:
(ii) The retention by the transferor
of rights in the property which are not
inconsistent with the passage of
ownership, such as the retention of
a security interest (such as a vendor’s
lien), or a reservation in the nature of
a condition subsequent (such as a
provision for forfeiture on account of
nonperformance).
(3) Examples of rights which may
or may not be substantial, depending
upon the circumstances of the whole
transaction in which rights to a patent
are transferred, are:
(i) The retention by the transferor of
an absolute right to prohibit sub
licensing or subassignment by the
transferee;
(ii) The failure to convey to the
transferee the right to use or to sell
the patent property.
(4) The retention of a right to ter
minate the transfer at will is the reten
tion of a substantial right for the pur
poses of section 1235.”

The term “holder” as defined by
Reg. 1.1235-2(d) is any individual who
invented the patent property. In the
case of a partnership, each member of
the partnership is a holder.
Partnership E-N will have no prob

lems in satisfying the first two re
quirements of Sec. 1235. However, the
last requirement of Sec. 1235, that the
sale must be to an unrelated party, will
disqualify the sale from receiving
capital gains treatment under Sec.
1235. Partner E is a 78 percent stock
holder of Corp. X and Reg. 1.1235-2(f)
states that;
“If, subsequent to September 2,
1958, a holder transfers all his sub
stantial rights to a patent to a corpora
tion in which he owns 25 percent or
more in value of the outstanding
stock, he is considered as transfer
ring such rights to a related person
for the purpose of section 1235. ’’

Therefore, according to Sec. 1235,
upon sale of the patent to Corp. X,
Partner N would receive capital gains
treatment on his one half of the patent.
Partner E would be required to claim
ordinary income for the sale proceeds
of his one half.
However, Partner E has another op
tion available for obtaining capital gain
treatment. The Regulations state that
“a transfer by a holder to a related per
son is not governed by section 1235”
and is determined under other provi
sions of the internal revenue laws.
(Reg. 1.1235-2(f)) The IRS has reaf
firmed this position; it states in
Revenue Ruling 69-4822 that,
“The mere fact that a patent
transfer for contingent amounts does
not qualify for long-term capital gains
treatment under Code Sec. 1235 will
not prevent it from qualifying for such
treatment under other provisions of
the Code. ”

Therefore, because the patent is a
depreciable capital asset, the sale can
qualify for capital gains treatment
under Sec. 1221 as long as the provi
sions of Sec. 1239 do not apply and
cause ordinary income treatment of
the gain.
Section 1239—Sales Between Related
Parties
For sales of depreciable property,
code section 1239(b) states that any
gain should be treated as ordinary in
come if the sale is between a taxpayer
and his 80 percent owned entity.
Section 1239(c) defines an 80 per
cent owned entity as a corporation in
which the taxpayer owns 80 percent or
more in value of the outstanding stock.
For the purposes of this section fami
ly attribution rules apply only to the in
dividual and his or her spouse.
It would appear from this definition

that the sale of the patent by E-N to X
would not fall under Sec. 1239 and that
Partner E would be able to receive
capital gains treatment for his portion
of the gain on the sale.
However, in applying the 80 percent
test, the Court of Appeals for the Fifth
Circuit has interpreted the words “in
value” to mean more than merely the
number of shares or the voting power.
In “C.L. Parker”3, the court found that
even though Parker owned exactly 80
percent of the outstanding stocks and
Eaves owned exactly 20 percent that
Parker owned more than 80 percent in
value of the corporation’s outstanding
stock.

outstanding stock. He treated the
transaction as a sale of a capital asset
and took capital gains treatment on his
tax return. A U.S. District Court first
found that Dahlgren’s treatment of the
sale was correct based on his 79.5 per
cent ownership of the outstanding
stock. The U.S. Court of Appeals at
New Orleans reversed and remanded
the decision of the U.S. District Court.
In its conclusion, the U.S. Court of Ap
peals stated that;

Parker had sold depreciable assets
to his 80 percent owned corporation
and had elected to treat the sale as a
capital transaction. The court noted
that, because Parker owned exactly 80
percent of the outstanding stock,

In “E.L. Parker”3 the courts em
phasized the importance of Section
1239.

“if any fact can be found which
shows that the value per share of
Parker’s stock exceeded by any
amount, no matter how small, the
value per share of Eaves’s, then
Parker, owned more than 80 percent
in value of the outstanding stock.’’3

The court then determined that,
because Parker owned the controlling
interest of the corporation, his stock
represented more than 80 percent in
value of the corporation.
“Parker controlled without possi
bility of challenge the entire operation
from the smallest detail to the largest.
He exercised so much power that the
corporation was his alter ego, or his
slave. This is the situation at which
1239 aims.
Any purchaser of Eaves’ stock
would not be buying any degree of
control over the corporation. The
voting power which technically in
hered in Eaves’s stock was in reality
worthless; Parker owned all of the
real voting stock.
We hold that this disability which
inhered in Eaves’s stock reduced its
value per share below that of Parker’s
stock as a matter of law. ”3

Therefore, the sale of the depreci
able assets was ruled to fall under Sec
tion 1239 and the gain was taxed as
ordinary income.
The court has upheld this 80 percent
in value decision in “E.L. Childers”4 in
1974 and again in “H.P. Dahlgren”5 in
1977.
In the Dahlgren case, Dahlgren sold
his interest in a patent to a corporation
in which he owned 79.5 percent of the

“the trial court erred in not charging
the jury on the important issue pre
sented by the “Parker principle”
touching on the inherent added value
increment in a controlling block of
stock. ”5

“Section 1239 prevents capital
gain treatment of a ‘sale or exchange’
of depreciable property to a con
trolled corporation or a spouse. With
out this section a taxpayer who had
property which had been depreciated
to a low basis could sell that property
to a controlled corporation or spouse
and pay only capital gains rates on
the gain. The transferee (who is virtu
ally identical to the transferor in the
proscribed area) could then redepre
ciate the property, using the sale
price as a new basis. The deprecia
tion, of course, would be deducted
from ordinary income. Section 1239
renders such a scheme profitless by
taxing the gain on the transfer at or
dinary rather than capital rates.’’3

In light of these court decisions, it is
likely that the sale of the patent by EN to X would come under Section 1239
for Partner E by virtue of his 78 per
cent ownership of the outstanding
stock carrying a value of 80 percent or
more in the corporation.
One way to avoid this would be for
E to sell to one of his children a por
tion of his stock so that the value of the
outstanding stock owned by E would
be less than 80 percent. This is possi
ble because after October 19, 1980,
the family attribution rules apply only
to husbands and wives.6 However, it
would be difficult to determine how
much he should sell in order to
decrease the value of his ownership
value below 80 percent. Also, share
holder E has expressed that he does
not wish to give up any of his stock
ownership if there is any other way that
he may achieve capital gains treat
ment on the sale of the patent.
There is one other possibility for
The Woman CPA, July, 1983/5

escape from falling under Section
1239. That is for Partnership E-N not
to patent the invention before sale to
Corp. X. An unpatented invention is
not a depreciable asset because of an
indeterminate useful life and therefore
does not fall under Section 1239. It
also does not come under Section
1235. Therefore, the seller can be a
100 percent owner of the corporation
to which he is selling his unpatented
invention and receive capital gains
treatment on the sale. Also, after ob
taining the patent, Corp. X will be able
to depreciate the cost of purchasing
the invention plus any costs incurred
in obtaining the patent.7
However, Partnership E-N must be
careful, if a patent application has
been made, to sell the patent applica
tion to Corp. X before it is evident that
the patent will be allowed.
In “Estate of Stahl v. Commis
sioner” (1971)8 the taxpayer sold to his
wholly-owned corporation various (1)
patents, (2) patent applications to
which notices of allowance or indica
tions of allowability had been received
prior to transfer, and (3) patent applica
tions which had, prior to transfer, been
rejected by the Patent Office. The
court ruled that the patent applications
which were allowed or which had in
dications of allowability from the Patent
Office ((2) above) had “matured” into
depreciable assets and thus, along
with the patents, were subject to Sec
tion 1239 and the gains were taxed as
ordinary income. However, the patent
applications which were rejected ((3)
above) were not depreciable and
therefore the gains were taxed at
capital gain rates.

(6) The Patent Office adhered to its
previous position.
(7) On December 18, 1959, Chu
sold his interest in the patent ap
plication to Chu Associates, Inc.
Chu owned 80% of the out
standing stock on that date.
(8) On March 8, 1960, Chu Asso
ciates, Inc. filed Amendment C.
(9) On September 7, 1960 the Pa
tent Office allowed all 18 claims.
The Court ruled that the patent ap
plications were not depreciable assets
and therefore escaped Section 1239.
The court stated that;
“we must not forget that not every pa
tent application is ultimately ap
proved. Consequently, were we to
apply the interpretation of 1239
sought by the government, the inven
tor who has the misfortune to trans
fer a patent application that is
subsequently disapproved would
face the worst of both possible
worlds: he would pay ordinary in
come rates on his initial gain from the
transfer, while his controlled corpora
tion would never be able to take any
depreciable deduction against or
dinary income. It would be entirely
rational, therefore, for Congress to
conclude that 1239 should apply only
in those instances where the dangers
of tax abuse were most acute (i.e. the
transfer to a controlled corporation of
depreciable property), while denying
1239 treatment to situations where
unwarranted tax results might
occur.”9

Conclusion
In order for Corporation X and Part
nership E-N to obtain the maximum
benefits from the tax code concerning
Research and Development expendi
tures, they should follow the plan out-

In “L.J. Chu”9 the following facts
were presented:

(1) On June 26, 1956, Chu filed an
application with the U.S. Patent
Office seeking a patent on a new
antenna. The application involv
ed claims 1-18.
(2) On July 5, 1957, the Patent Of
fice disallowed claims 1-13 but
indicated allowability of claims
14-18.
(3) On December 9,1957, Chu filed
an Amendment A.
(4) The Patent Office responded
that in addition to claims 14-18,
claim 12 also appeared
allowable.
(5) On September 14, 1959,
Amendment B was filed.
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lined below:
I. Form Partnership E-N to conduct
R&D for Corp. X.
A. Corp. X will be eligible to take
the credit for Research Activities
under Sec. 44F for 65 percent of
amounts paid to E-N. E-N is not
eligible.
1. Be certain to have a written
contract between X & E-N.
B. Corp. X and Partnership E-N
may both deduct R&D expendi
tures under Sec. 174.
1. For X, this is the amount paid
to E-N.
2. For E-N, this is the amount
expended in carrying on
R&D.
II. Sale of Invention by Partnership EN to Corp. X.
A. Sale should be completed before
an indication of allowability of pa
tent is received.
1. The unpatented invention is
not a depreciable asset and
Section 1239 will not apply.
2. The gain on the sale will be
capital gains to Partners E &
N.
B. If patent is obtained;
1. Partner N will still receive
capital gains treatment under
Sec. 1235.
2. Partner E will have to claim
the gain as ordinary income
because he will not meet the
requirements of Sec. 1235.
He is selling the patent to a
related party.
a. Partner E could sell a por
tion of his stock to one of
his children and meet the
requirements of Sec.
1235.

NOTES
'Committee Reports on P.L. 97-34.
2Rev. Rul. 69-482, 1969-2 CB 164.

3C.L. Parker, (CA-5) 67-1 USTC 9380, 376F.
2d 402.

Mary Lynn Siegler, CPA, is a public
accounting practitioner in Phoenix, Ari
zona. She is a member of American
Woman’s Society of Certified Public
Accountants and the American Institute
of CPAs.

4E.L. Childers, DC, 74-2 USTC 9735.
5H.P. Dahlgren, CA-5, 77-1 USTC 9457, 553
F2d 434.

6Section 1239(c).
7Section 167
8W.F. Stahl Est., (CA-7) 71-1 USTC 9322, 442
F2d 324 (Nonacq.).
9L.J. Chu, (CA-1) 73-2 USTC 9750, 486 F2d
696 (Acq.)

SFAS NO. 33
In Trouble:
Senior Financial Management Responds

management is a major user of the
same information that is provided by
external financial reporting” (FASB,
1978). If one accepts the validity of this
statement by the Board, the study that
follows shows that management vir
tually rejects the derivation of any
significant economic benefit from the
information provided as a requirement
of SFAS NO. 33. This makes the State
ment fail the qualitative test of pro
viding “relevant” (“ability to make a
difference,” SFAC No. 2, 1980) infor
mation and therefore is not a provider
of useful information to decision
makers. It would seem, instead, to be
a dogmatic financial reporting require
ment that may cause the economically
dysfunctional use of scarce resources.

RESEARCH METHODOLOGY

By Roland L. Madison and William J. Radig

Shortly after its issuance, FASB
Statement No. 33, “Financial Report
ing and Changing Prices” (FASB,
1979) was labelled as “the great ex
periment” (Berliner and Gerboth,
1980). The Board admitted the ex
perimental nature of the Statement
and pledged a comprehensive review
of the project within five years. This
review would be to determine what
changes might be appropriate and
even to consider the feasibility of con
tinuing or terminating the requirements
of the Statement. The Board requested
research to gain insight relative to
SFAS No. 33 (FASB, 1981). Our study
was in response to the Boards’ call for
research to assist in the evaluation of
SFAS No. 33.

Earlier this year, the Board held
hearings on the results of selected
research studies (FASB Research
Conference, Jan. 6, 1983, White
Plains, N.Y.). After these hearings, it
is unfortunately apparent that neither
the Board nor the American Institute
of CPAs wishes to widely publicize the
glaring disappointment of their “ex
periment.” Simply stated: one of the
most valuable, if not crucial points
discerned from this study was the over
whelming expression concerning the
lack of utility of SFAS No. 33 disclo

sures, as perceived by the senior cor
porate financial preparers of such
information.
Equally crucial is the apparent in
consistency between SFAS No. 33 and
several of the major portions of the
conceptual framework study as out
lined in the Statements of Financial
Accounting Concepts.
Given the significant nature of these
findings, it would appear imperative
that the Board consider the impact of
these observations relative to con
tinued financial reporting as required
by SFAS No. 33. Furthermore, if the
Board wishes to retain any pretense of
responsiveness to the business com
munity, it must, in the next phase of the
conceptual framework project, con
sider the obvious negative ramifica
tions of suggesting either the abandon
ment or significant modification of
traditional accounting recognition and
measurement bases used in the pri
mary financial statements.
In Statement of Financial Account
ing Concepts No. 1, the Board stated
that: “Management is as interested in
information about assets, liabilities,
earnings, and related elements as ex
ternal users, and...generally needs the
same kinds of information about those
elements as external users. Thus,

One of the best ways to determine
the usefulness of the information re
quired under SFAS No. 33 would be
to ask the people directly involved in
the process. The starting point seemed
to be with the preparers of such infor
mation.
These preparers not only disclose
the dollar information in a somewhat
specific format, but also explain the
amounts for readers (users) of the
financial statements. The process of
understanding the requirements of
SFAS No. 33 as well as presenting and
explaining its informational value, and
enthusiastic participation in this experi
ment mandated by the FASB must
necessarily start with the preparers of
the information.
Survey
Selection was made of all com
panies that reported at least $1 billion
of assets in the 1980 Fortune 500 in
dustrial list. This is one of the criteria
stipulated by the FASB to determine
which entities would report SFAS No.
33 data. There were 229 companies
meeting this dollar criteria. In July
1981, the survey form was sent to this
census of companies.
Analysis
Survey Questions 1 through 3 asked
respondents to rank the benefits of
SFAS No. 33 information on a 5 point
scale from “No Benefit” (1) to “Ex
tremely Beneficial” (5).
Survey Question 4 invited a choice
as to the best means of presenting
SFAS No. 33 information and is ex
plained in the narrative without a table.
Survey Question 6 invited open-end
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Dogmatic reporting
requirements may cause the
economically dysfunctional
use of scarce resources.

dollar estimates for the direct in
cremental costs of SFAS No. 33 data
over several periods. Of the 229 ques
tionnaires mailed, 78 usable
responses were received for and
overall response rate of 34.1%.

Internal Benefits
In response to the first question,
relative to internal management deci
sions in such areas as inventory levels,
dividends payouts, equipment replace
ment, etc., over half (51.3%) of the
respondents felt the information was of
no benefit. Fully 81% felt the informa
tion was either of no benefit or of
minimal benefit. In fact, the mean
response of 1.7 was between these
two points of perceived value.
Question 2 raised the benefit issue
with respect to major credit granting
decisions involving major sales con
tracts and investments purchases.
There were no respondents who felt
the benefits were more than somewhat
useful. A very high percentage (80.6%)
felt there were no benefits in this area,
and 95.9% felt that there were either
no benefits or minimal benefits. The
mean response rate of 1.2 is quite
close the the “no benefit” scale value.

In Question 3, the companies are
asked about benefits in the areas of
subsidiary acquisitions and other stock
purchases as well as major asset pur
chases. The response is very similar
to Question 1. The mean response is
1.7, with 52% feeling that the informa
tion is of no benefit in this area, and
another 24% feeling that any benefit
is minimal.

Quite obviously, a review of the
statistics pertaining to the first three
survey questions reveal an overwhelm
ing negative response to the value of
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SFAS No. 33 information to manage panies had not attempted to segregate
ment. It is apparent that management, costs in this manner. As in Question
as the preparers of the information re 5, the response rate to this question
quired by SFAS No. 33, perceive them declined as estimates of future costs
selves as receiving minimal or no were given.
benefit from this experiment.
At its highest point the estimated
mean direct cost is $55,800 (first year).
Financial Statement Disclosure
If one would agree that direct incre
In survey Question 4, companies mental costs are the most relevant,
were asked whether the inflation data this would not seem too high a price
should be a required supplement to for the largest U.S. industrial corpora
historical cost; or used as the basis for tions to pay for the generation and
primary financial statements with presentation of useful information. It
historical cost statements presented as should be emphasized that the costs
supplemental data; or whether SFAS appear reasonable, not that they are
No. 33 information should not be re insignificant.
quired at all. There were 72 responses
Major Problems Generating
to this question resulting in an overall
Information
response rate of 31.4%.
Table 1 summarizes the major prob
While a sizable minority (20.8%) felt
lems mentioned most frequently by
that the information should not be re
respondents insofar as the generation
quired, the overwhelming choice
of SFAS No. 33 data is concerned.
(72.2%) felt that the information should
Problems (a), (b), (d) and (e) may well
be presented as now required, i.e., as
have been expected. If one thinks
a supplement to historical cost finan
about the generation of the data, it
cial statements. This is a heartening
would appear logical that obtaining
response in view of the negative feel
specific asset costs is both difficult and
ing with respect to internal benefits as
time consuming; multinational data in
discussed above.
volves a “mix” of U.S. and foreign in
flation environments; there would be
Cost of the Information
Survey Questions 5 and 6 relate to problems because of the volume of
the cost of providing the SFAS No. 33 data in these very large companies;
information. In Question 5, the full cost and many individuals and organiza
of providing the information is re tions feel that the Consumer Price
quested. In Question 6, the direct in Index (CPI) is not relevant for the com
putation of inflation in a business
cremental cost is requested.
environment. In any event, while
Full Cost. For the first, second and
third years of preparation the mean suspected as being problems, we have
response in all three periods was now been told by the preparers that
rather close to the range of $50,001 - they are major problems.
It is noteworthy that 17 companies
$100,000. In fact, a sizable majority felt
that the full cost would not exceed felt the subjectivity of the estimates
$100,000 in any time period. The mean reduces reliability, credibility and com
declined from 2.2 (first year) to 1.9 parability of the information. It is a
(second year) and 1.8 (future years), major problem in any experiment when
indicating, as expected, a cost decline the preparers express such doubt
as companies gain experience in data about the informational content of the
gathering. It should be noted that the data.
response rate declined from 31% to
Two other problems, though not
28.8% over the three time periods, listed by many companies, deserve to
perhaps indicting a hesitancy on the be mentioned. There were seven com
part of the companies to make future panies that said a major problem was
projections.
explaining the data (f). Regardless of
Direct Incremental Cost. Survey how one might interpret this statement,
Question 6 asked the respondents to it should point out to everyone that cor
supply a dollar value for only the direct porate management will have to do an
incremental costs involved in gener even better job of explaining such data
ating the required information. The in the future if it is to be of any benefit
response rate was significantly less to users of financial reports.
There were five companies that
than that of Question 5. This could be
due to the fact that open-ended ques thought the use of both current cost
tions typically show a lower response and constant dollar data was confusing
rate, or it could be that some com (g). Although this point was not listed

Table 1
This table lists the statements most frequently given by respondents as the major problems involved with the generation
of information required by SFAS No. 33.

a) Estimating specific cost of operational assets, (including
depreciation), inventory and other assets
b) Multinationals have difficulty in obtaining data from foreign
operations.
c) The subjectivity of the estimates reduces reliability,
credibility and comparability
d) Clerical problems with the volume of data
e) Selection of indices, since the CPI is not considered
relevant
f) Explaining the data presented
g) Use of both current cost and constant dollar methods is
confusing
h) Difficult to get the data on a timely basis for the annual
report
i) No problems encountered

Number of
times statement
listed

Percentage of
respondents listing
the statement

24

32.4

17

23.0

17
13

23.0
17.6

12
7

16.2
9.5

5

6.8

3
3

4.1
4.1

Note: In reply to question 7, there were 74 respondents, giving an over-all response rate of 32.3%. Due to multiple responses to the question,
the percentage total will exceed 100% and, accordingly, the number of responses will exceed the number of respondents.

Table 2
This table lists the statements most frequently given by respondents as the major advantages of providing the information
as required by SFAS No. 33.

a) May generate a more realistic/favorable income tax
environment
b) Helps management understand inflation
c) Aids comparability among companies
d) Reveals business firms are not doing as well as cost
basis financial statements have indicated
e) More realistic presentation of profits
f) Reveals erosion of capital; companies liquidating
themselves (dividend payout)
g) Helps investors understand inflation
h) Any, advantages are questionable
i) No advantages

Number of
times statement
listed

Percentage of
respondents listing
the statement

26
9
9

37.1
12.9
12.9

8
5

11.4
7.1

5
5
3
10

7.1
7.1
4.3
14.3

Note: In reply to question 8, there were 70 respondents, giving an over-all response rate of 30.1 %. Due to multiple responses to the question,
the percentage total will exceed 100% and, accordingly, the number of responses will exceed the number of respondents.
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Table 3
This table lists the statements most frequently given by respondents as to how the SFAS No. 33 information will improve
the decision-making process of external users of the information.

Number of
times statement
listed
a) Will make them aware of unsound income tax policies
b) Sophisticated users will not benefit, as they do not need
the information
c) Not helpful to non-sophisticated users
d) No short-term benefit; perhaps a long-term benefit
e) Since the information is unreliable, it will only confuse
investors
f) It will have a small impact, generating minimal to little
benefit
g) Will not improve the decision-making process of external
users

Percentage of
respondents listing
the statement

6

8.8

6
4
6

8.8
5.9
8.8

10

14.7

24

35.3

16

23.5

Note:(a) There were 68 respondents, giving an over-all response rate of 29.7%. Due to multiple responses to the question, the percentage
total will exceed 100% and, accordingly, the number of responses will exceed the number of respondents.
(b) Since this question was designed to elicit positive statements, and only one such statement was given with significant frequency,
this statement was listed first. All other statements were listed in order of their negative tone.

Table 4
This table lists the statements most frequently given by respondents as to their opinion of the criticisms external users have
of the disclosure requirements of SFAS No. 33.

a) Data is not relevant, as it is too subjective and based on
inconsistent assumptions
b) Use of both current cost and constant dollar
c) Information is not comparable among companies
d) They don’t understand the data
e) The data is too complex
f) Because of the lack of management discussion of the
data, they have no indication of management’s programs
for dealing with inflation
g) Foreign data is not comparable to U.S. data

Number of
times statement
listed

Percentage of
respondents listing
the statement

21
14
13
10
7

30.0
20.0
18.6
14.3
10.0

7
5

10.0
7.1

Note: There were 70 respondents, giving an over-all response rate of 30.6%. Due to multiple responses to the question, the percentage
total will exceed 100% and, accordingly, the number of responses will exceed the number of respondents.
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by many companies, it was included in
the table, since it also appears in other
parts of the study.

Major Advantages of Providing
Information
Of all the major advantages listed in
Table 2 the one listed with the greatest
frequency by far was the hope that the
information disclosed may generate a
more realistic/favorable tax climate. In
fact, one of the respondents was gen
uinely disappointed that a . more
favorable tax climate had not already
been generated.
It was interesting to note that while
only five companies felt that the infor
mation would help investors under
stand inflation, there were almost twice
as many companies (nine) that felt the
information would help management
understand inflation. Of course,
neither statement involved a large
number of respondents.
In comment (c) there were nine
respondents feeling that a major ad
vantage lies in the information aiding
comparability among companies. It is
strange that 12.9% listed comparabil
ity as an advantage, while 23% (Table
1, comment c) listed a lack of com
parability as a disadvantage. The
respondents’ comments did not aid us
in explaining these seemingly con
tradictory points.
Some interesting comments in Table
2 are the last two items. A total of
14.3% of the respondents felt there
were no advantages, and an additional
4.3% felt any advantages in providing
the information were minimal. When
18.6% of respondents express doubt
about the advantages of generating in
formation, their support of continuing
experimentation understandably will
be lukewarm at best.
How Information Will Improve
Decision-Making of External Users
The data in Table 3 are perhaps the
most interesting in the survey. The
reader should note that the question
naire solicited responses as to how the
preparers of SFAS No. 33 information
felt this information would aid decision
making of external users. The seven
most frequently given responses are
listed in Table 3, and only one (a) is a
totally positive statement. The remain
ing six comments range (in descend
ing order) from somewhat negative to
totally negative. In fact, almost onequarter (23.5%) of the responding
companies felt that there would be no

improvement in decision-making of ex
ternal users as a result of providing the
required SFAS No. 33 information.
This is the first of two questions (9 and
10) that ask the preparers to give their
viewpoints on the effect of the informa
tion on users. It should be emphasized
that these are the perceptions the
preparers have of user benefits. The
response rate for this question was
only 29.7%. This may indicate some
unwillingness on the part of one group
(preparers) to attempt to evaluate the
informational effect on another group
(external users). In one of the non
tabulated responses the reply was,
“You’ll have to ask them. We have
never had a security analyst ever refer
to the numbers, much less ask about
them.”

Respondents Listing Of The
Criticisms External Users May Have
On The Information
Table 4 lists the statements given in
response to Question 10. This ques
tion again pertains to external users by
asking the preparers what they per
ceive to be the major criticisms exter
nal users may have of the disclosure
requirements of SFAS No. 33.

Since the FASB accepts the
preparer of financial data to also be a
“major user” of such information, it is
assumed the preparers would be able
to evaluate users’ problems in an in
formed manner.
The relevance of the data, its sub
jectivity and inconsistent assumptions
are listed as a major criticism by 30%
of the respondents. In second place,
20% of the respondents felt that the
use of two methods (current cost and
constant dollar) is confusing. It is inter
esting to note that both of these
responses were listed as major prob
lems in generating the information
(Table 1). Apparently the respondents
see these as problems for both pre
parers and users of the information.

The third statement listed (c) deals
with comparability of data among com
panies. Respondents see this as a
criticism that external users have. This
is in agreement with Question 7, where
respondents mentioned comparability
(Table 1, Item c) as a problem in gener
ating the information. However, both
these answers are at odds with the
response to Question 8, where provid
ing the information was considered an
aid to comparability by 12.9% of the

It was hoped that the “great
experiment’’ would generate a
more realistic/favorable tax
climate.

respondents to that question (Table 2,
Item c).
Another point that merits attention
here is the fact that 10% of the
respondents felt that a lack of manage
ment discussion of the data creates a
problem. In response to Question 7
(Table 1, Item f), 9.5% of those re
sponding felt that one of the major
problems involved in generating the in
formation was in explaining the data
presented. While neither response rate
may be considered extremely signifi
cant, this could indicate that some
preparers are aware of a communica
tions problem.

Survey Critique
Although the questionnaire was
reviewed in whole or part with col
leagues, it was not pre-tested on a
preparer group. It was felt that this
would be an unnecessary delay and
that relevant input data was needed
promptly.

Conclusions
It is considered both useful and
interesting to note some of the com
ments that were received from those
who responded to the survey. The
strong feelings of the respondents can
be gauged by the response itself.
Favorable Comments
“FASB No. 33 information will become
more useful as it becomes more familiar.
“I believe a positive step has been taken.
“The FASB and industry will improve on
reporting requirements. ”

Unfavorable Comments
“Junk the program.
“FASB is not needed to explain that
today’s dollar is worth less than yester
day’s.
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“The entire exercise is one of sheer
nonsense and is of absolutely no value
to anyone making long range business
decisions.
“Experimentation is necessary, but ex
perimental data, which could mislead,
should be kept out of published financial
statements.
“FASB No. 33 is a total waste or time
and misleading to the reader.
“Smaller companies should also be re
quired to comply as they are less flexi
ble and more affected by inflation. This
rule is more related to “speculative’’
companies than “blue chip’’ companies.

“To price level adjust existing productive
assets and the related expenses implies
these assets would exist even at the
higher cost. If economics teaches us
anything, it is that spending and invest
ment patterns change as prices change.
Since FAS-33 assumes the same assets
would exist even though prices are much
higher, the statement is economically in
error. Inflation adjusted information is
useful for futuristic estimations but not
for the preparation of historical balance
sheets and income statements. The em
phasis of FAS-33 is misplaced. ”

The negative comments run the
gamut from a terse, apparently emo
tional response, to a lengthy, wellwritten comment with an economic
viewpoint.

Summary
In terms of the objective of financial
reporting, it is quite obvious that cor
porate preparers do not perceive the
disclosures required by SFAS No. 33
as being useful in assessing “invest
ment and credit decisions’’ (FASB,
1978). A similar view was expressed by
Bloom and Debessay (May, 1981) in a
critical analysis of SFAS No. 33.
Another somewhat related study by
Casey and Sandretto (NovemberDecember, 1981) supports a number
of findings. Even after the promulga
tion of SFAS No. 33 over three years
ago, a majority (55%) of their
respondents still do not have an inter
nal “inflation adjusted system’’ (I.A.S.)
of accounting. Reasons given for lack
of such a system include: subjectivity,
lack of relevance, complexity, and
cost. While a significant portion (45%)
of their respondents indicated that
upper management was provided with
inflation adjusted data, the authors
stated the study did not reveal any ac
tual use of data by management.

Furthermore, in the current study,
preparers of SFAS No. 33 data appear
12/The Woman CPA, July, 1983

highly skeptical that the mandated
disclosures possess the extremely
crucial qualitative characteristics of
understandability, reliability, and com
parability as demanded by Statement
of Financial Accounting Concepts No.
2 (FASB, 1980). Accordingly, if some
type of “inflation accounting’’ informa
tion is to continue to be prepared and
disclosed in published financial
statements, it is imperative that the
preparers of this information be con
vinced of its beneficial effect on the
user groups. The overall results of this
survey indicate this is not the case at
present. Without the wholehearted
cooperation of preparers of the infor
mation, the FASB experiment may well
fail. While an FASB pronouncement
may force companies to prepare and
present such data in their financial
statements, the reporting entities can
negate much or all of any potential
benefit in the explanations and com
ments management prepares to
accompany the information. One
respondent stated that in the com
pany’s footnote management com
mented that the methodology stipu
lated in FASB No. 33 was not the best
way to present inflation data. A number
of companies sent us copies of their
annual reports. Accordingly, in the
course of this study it became ap
parent that other companies have in
cluded such “disclaimers’’ in the infla
tion footnote. Such negative ap
proaches, though not pervasive
among reporting entities, could destroy
the credibility of the information given,
and lead to user rejection of such
information.

Recommendations
The FASB should make a deter
mined effort to convince user groups
to communicate their views of this in
formation directly to the preparers of
the financial statements. If the user
groups feel the information could be
improved, they should offer construc
tive criticism to both the preparers and
the FASB. If user groups do not
perceive any benefit from the informa
tion, they should so state to both the
preparers and the FASB. Obviously,
“sophisticated’’ users, such as finan
cial analysts, will be easier to reach,
since they are readily identifiable. The
“unsophisticated” user or “average in
vestor” is both ill-defined and wide
spread. Perhaps some of these users

could be contacted by the preparers
themselves, possibly at the annual
stockholders’ meetings.
Difficult thought it may be, com
munications among preparers, users,
and the FASB must be established and
continued. The failure of this FASB ex
periment may well result in the SEC
imposing another ill-conceived ASR
190 on the accounting profession.
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One of the most controversial areas
of tax law has been the question of
when a taxpayer can properly take a
deduction for expenses connected
with the business use of a personal
residence. This issue has been and is
still one of continuing consideration by
the courts. The purpose of this article
is to examine the legislative and
judicial history in this misunderstood
area, and then to suggest how college
professors can structure the home of
fice environment in order to qualify for
the deduction. A significant piece of
legislation influenced this issue in
1976.

Home Office
Deduction For
College Professors

Pre-1976 Legislative and
Judicial History
All personal expenses are ruled not
deductible under Code Section 262.
Prior to 1976, an exception for ex
penses associated with a residence
used in a taxpayer’s trade or business
or used in the production of income
was provided by Sections 162 and
212. Three categories emerged as try
ing to deduct home office expenses:
(1) self-employed individuals, (2)
employees, and (3) investors.1
In 1962, the IRS set standards for
the deductibility of home office
expenses.2 The taxpayer had to
regularly use space in his home for an
office as a condition of employment.
The deduction was limited to a prora
tion of the residential expenses based
on the ratio of space used to total
residential space. If there was dual use
of the office space, the deduction was
further limited by the ratio of the time
used as an office to the time available
for all use. In Gino, the Ninth Circuit
used the double limitation formula as
provided by the Service.3
In 1964, the IRS ruled that expenses
of a home office are deductible by
teachers where there is no space pro
vided at the educational institution.
The courts made use of the “ap
propriate and helpful” test. In Newi, a
deduction was allowed even though
there was no employer requirement for
the employee to provide his own
office.5 In Bodzin, the Tax Court al
lowed a deduction under the “appro
priate and helpful” rule. However, the
Fourth Circuit reversed the decision of
the Tax Court holding that the ex
penses were non-deductible personal
expenses as a factual matter, and it
was unnecessary to decide if the
maintenance of the office was ap
propriate and helpful in carrying on the
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business.6 The court further suggested
that the employee would have to show
that the office of the employer is
unavailable for use or unsuitable for
use when the home office is used. The
“appropriate and helpful” test was
used in Anderson to determine the
deductibility of expenses to maintain
an office in the home of an investor.7
A deduction was allowed for a portion
of the expenses attributable to a fami
ly room where the taxpayer conducted
investment activities which consisted
of keeping records of his rented prop
erties, preparing his income tax re
turns, and writing letters to brokers.
A deduction was allowed in Denison
where a woman teacher was required
by the high school principal to leave
school by 4:30 every day because it
was necessary for her safety.8 In
another interesting case, an IRS agent
was denied a deduction where he
worked 15 or 20 hours a week at home
because his IRS office was available
at all times.9

PROVISIONS OF SECTION
280A
Because of the conflict found in
numerous court decisions, Congress
found the need to set some definite
rules as to the deductibility of ex
penses attributable to the maintenance
of an office in the taxpayer’s personal
residence. The “appropriate and
helpful” rule was determined as being
too subjective in nature. The Senate
Finance Committee believed that use
of the above rule would result in
treating nondeductible personal ex
penses as ordinary and necessary
business expenses, even though they
do not result in additional or incremen
tal costs incurred in carrying on the
trade or business.10 The Committee
cited as an example that a university
professor, who is provided an office by
the university, could use his den for the
purpose of grading papers, preparing
examinations, or preparing lecture
notes, and allocate a portion of otherThe Woman CPA, July, 1983/13

The “exclusive use”
requirement supersedes
time allocations.

wise nondeductible expenses as a
deduction, even though only minor
incremental expenses would be
incurred.

The resulting legislation from this
concern by Congress was the creation
of Code Section 280A.11 This section
deals with disallowance of certain ex
penses in connection with the
business use of a home, as well as
rental of vacation homes. As is the
case with many code sections, the
general rule is that no deduction is
allowed with respect to the use of a
dwelling which is used as a residence.
However, Section 280A(c) (1) makes
an exception for certain business use.
It provides that expenses are deducti
ble to the extent that they are allocable
to a portion of the dwelling unit which
is “exclusively used’’ on a “regular
basis’’:
(A) as the taxpayer’s principal place of
business,
(B) as a place of business which is used
by patients, clients, or customers in
meeting or dealing with the tax
payer in the normal course of his
trade or business, or
(C) in the case of a separate structure
which is not attached to the dwell
ing unit, in connection with the tax
payer’s trade or business.12

The above three exceptions for
business use have to meet yet another
requirement if the taxpayer is an
employee trying to qualify for the
deduction. The exclusive use of the
residence must be for the convenience
of the employer. Section 280A(c) (2)
also provides for an exception for cer
tain storage use of the residence. The
space must be regularly used to store
14/The Woman CPA, July, 1983

inventory held in the trade or business
of selling products, but only if the
dwelling unit is the sole fixed location
of such trade or business. The space
used must also be separately iden
tifiable and suitable.13
Under the rule in Section 280A(c) (1)
(A) above, the IRS held that a taxpayer
could have only one place of business.
This position eliminated the opportuni
ty for taxpayers to take a home office
deduction in connection with a secon
dary business. In one case the Tax
Court found against the IRS on this
point.14 The IRS subsequently issued
a proposed regulation in which it clear
ly retained the single-place of business
approach. The IRS assumed it was
right and the Tax Court was wrong,
pending higher judicial review. When
it appeared that Congress would take
legislative action on the point, the IRS
relented and announced that it would
issue new regulations permitting the
home office deduction in connection
with a secondary business. However,
under public pressure Congress soon
amended Section 280A(c) (1) (A) to
read “as the principal place of
business for any trade or business of
the taxpayer,” (emphasis added).15
It should be noted that in addition to
the “exclusive use” and “regular
basis” requirement, only one of the
three exceptions need be satisfied in
order to qualify for the deduction.
Under the storage use provision, the
exclusive use test does not have to be
met. “Exclusive use” means that a
specific part of the residence must be
used solely for the purpose of carrying
on a trade or business. The use of part
of the residence for both personal and
business use does not meet the ex
clusive use test. This test antiquates
the time allocation formula previously
used. Exclusive use is a question of
fact and there is no longer any partial
allocations based on time. “Regular
basis” means that no incidental, inter
mittent, or occasional trade or busi
ness use of an exclusive area is
deductible, even if it is used for no
other purpose.16

POST-1976 CASE LAW

Principal Place of Business
The principal place of business rule
deals with two issues—the definition of
a trade or business and the site of the
business.17 As to the former issue, the
taxpayer’s activities must constitute a

trade or business. As in other areas of
taxation, the definition of a trade or
business may be a controversial issue.
For example, authors can generally
prove that writing is a trade or
business.18 In Curphey, a physician
met this requirement where he had an
office in the home for renting six real
estate units.19 As was true before
1976, passive investing does not con
stitute a trade or business.20
With regard to the latter issue, a new
doctrine of tax law has evolved from
the courts which is known as the “focal
point” test. In Bale, the taxpayer
operated a hot dog stand and prepared
food in the kitchen of the residence. An
office was also maintained to keep
records pertaining to the business. The
Tax Court, in denying the deduction,
said that the principal place of bus
iness is the “focal point” where the
income in generated.21 This interpreta
tion of the Code will often frustrate the
deduction for college professors. In
Chauls, both taxpayers were music
teachers who used one part of their
home as a music room and another
part as an office. The deduction was
denied on two counts. First, the rooms
were not exclusively used. Second,
and more important here, the home of
fice was not the focal point of their in
come activities, even though more
hours were spent at home in class
preparation than at school.22
Similar results have occurred in
other cases involving college
professors.23 In Moskovit, a deduction
was denied when the focal point doc
trine was invoked.24 The taxpayer, an
English professor, claimed his primary
job was “thinking and rethinking,” and
it could best be done at his home of
fice. Again, the best place for lesson
preparation is not the governing
criterion. It has also been held by the
Tax Court that a high school coach’s
principal place of business is the
school facility, not his home office.25

Meeting Place Exception
An important decision was recently
issued by the Ninth Circuit Court in
Green v. Commissioner.26 The meeting
place requirement was not met where
the taxpayer used an office at home
exclusively for an average of two hours
a day for telephone conversations. The
deduction was not allowed because
there was no face-to-face encounter
between the taxpayer and the clients.

The Circuit Court referred to Proposed
Regulation 1.280A-2(c) where the
language reads “meet or deal with.”
The court found that using the
telephone is not “dealing with”
customers or clients. It should be
noted that the court will not accept
students as qualifying as customers or
clients.27 Nor will calling parents
qualify as meeting with clients.28

Separate Structure Exception
The exception for use of a separate
structure is an issue of much less
magnitude. The Proposed Regulations
state that the separate structure must
be “appurtenant to, but not attached
to, the dwelling unit.”29 It must also be
both exclusively used and on a regular
basis, as in the first two exceptions.
Since the principal place of business
exception is independent of this rule
the focal point test should not be ap
plied to separate structures. If profes
sors cannot qualify as having a home
office under either of the first two rules,
the separate structure rule may save
the deduction.

Exclusive Use Requirement
Exclusive use means there is no use
of the home office at any time during
the taxable year other than for
business purposes.30 Any personal
use will taint the exception.31 In
Weightman, even though the deduc
tion was denied on other grounds, the
Tax Court did not take issue with the
exclusive use requirement where a
professor used a portion of his
bedroom for a home office.32 He had
a desk, chair, two filing cabinets, and
three bookcases in the office area. In
fact, the Tax Court has even allowed
a deduction for more than one room.
In Greenway, a professor/author was
allowed a deduction for three rooms
where each room housed a different
project.33

Regular Basis Requirement
The Proposed Regulations advise
that the determination of whether a
taxpayer has used the home office on
a regular basis “must be made in light
of all the facts and circumstances.”34
In Borom, a state district court judge
used his office during his judgeship to
store law office furniture and records.
He also used the office occasionally for
managing farm properties. The Tax
Court denied the deduction since his
current business was that of being a
judge, and there was no regular use for
farm managing.35

Convenience of the
Employer Requirement
The Proposed Regulations and the
legislative history shed little light on the
convenience of the employer require
ment. This requirement will be a signifi
cant obstacle for professors who are
employees of a university and do not
have a secondary business. An impor
tant point to remember is that the of
fice maintained at home must be for
the convenience of the employer—not
just a matter of convenience to the tax
payer. The office must be a business
necessity or a condition of employ
ment.36 The Regulations under Sec
tion 119 state that the question is one
of fact and is determined by all of the
facts and circumstances in each
case.37

The office maintained at home
must be for the convenience
of the employer—not the
taxpayer.

THE TAX PLAN

book reviews, and text writing. Per
form this work only at the home
office.
Performing research at home on a
fee basis will constitute a secondary
business—but, unpaid research for
which you receive released time
may not qualify.
List your home address on all
business documents—contracts,
W-2 forms of employees, etc.
Open a business checking account
in the name of your business if you
have a secondary business.
List your telephone number in the
telephone directory under a
business name.

After reviewing the legislative and
judicial history, some insight can be
gained into fact patterns that result in
satisfying the statute. Listed below are
some observations and suggestions
for structuring the home office in such
a way as to qualify for the deduction.
Some professors may find that by mak
ing relatively minor changes in the
home office environment, they can
satisfy the statute. Others may find that
it is impossible to create a home office
without substantial changes in their job
per se. The suggestions are categor
ized by each requirement of Section
280A.

•

Principal Place of Business

• If you cannot meet the principal
place of business (focal point) rule,
consider making your home office
available to clients to discuss
business. Check city zoning restric
tions which may pertain to such
activities.
• Install a telephone in the office area
if not already available. Remember,
meeting with students will not
qualify as meeting with customers
under this exception. Nor will
grading papers and calling parents
qualify as meeting with clients.

• You must make certain you operate
as a trade or business. Investors
must do more than read financial
magazines or clip coupons to be in
business of making investments.
Investments in securities must be
manipulated to produce the best
possible yield. Mere passive invest
ment is not a trade or business.
• Make your office the focal point of
the business where possible. If the
university does not provide you with
an office, consider meeting with
students or teaching in your home
office on a regular basis. This may
be appropriate for upper-division
classes. These activities may shift
the focal point of the business from
the university to your home office.
• Employees claiming a secondary
business must show a separate
earnings stream. Professors should
consider consulting, performing

•

•

•

Meeting Place for Patients,
Clients, or Customers

Separate Structure
• If you have a guest house or other
outbuilding, you can still satisfy the
statute even though you do not meet
the focal point or meeting place
rules. A detached garage or other
suitable building may be made into
an office. The office must not have
a common wall with the residence.
The Woman CPA, July, 1983/15

Service
your clients
even better
by stretching
your time
We don’t promise to take the hard
work out of your accounting practice,
just some of the unnecessary work.

Letting your McBee Representative
put the right one-write system into the
hands of those clients who need it the
most will save you hours of time — call
after call.
No need to become enmeshed in
a client’s detail work once that firm has
its own bookkeeping detail under control.
And the way a McBee one-write can
help keep a client’s books free of trans
cription errors will save hours of time for
both of you.

If your practice is computerized,
then you want clean, fast, organized
input from your clients in standardized
format. Here a McBee Organized
Computer Input (OCI) system fits the
bill perfectly.
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You’ll have clean, accurate jour
nals with pre-proven entries to work
with, instead of some “shoe box” full
of records, receipts and check stubs.

Gone will be those unprofitable
clerical demands on your time that
creep into this business. Gone will be
the need to ride herd on loose vouch
ers and missing checks.

Let us take you out of the book
keeping business by simplifying
bookkeeping for your clients. You’ll
find yourself doing less work, but more
business. Less detail bookkeeping work,
but more professional accounting busi ness ... without any increase in time,
effort or investment on your part.

Litton

McBee

One-Write Bookkeeping Systems
151 Cortlandt St., Belleville, N.J. 07109
(201) 759-6500

... effortlessly.

Let your McBee Rep work for you by putting
one-write bookkeeping to work for your clients.
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• A breezeway connection should
pass the separate structure test.
• Remember, the structure must still
be used exclusively and on a regular
basis.

Exclusive Use
• Choose a room or space for your
home office which is reasonable in
size (10-15% of the total area of the
residence). A large portion of the
dwelling unit claimed as a home of
fice will probably be closely
scrutinized by the IRS.
• You may use more than one room
for an office if each room meets the
exclusive
use
requirement.
However, you should exercise cau
tion and common sense with this
idea.
• The office area can be a portion of
a room. Even though a partition is
not necessary, try to establish some
physical line of demarcation sepa
rating office space from personal
space.
• Furnish your office with typical office
furniture and appointments. Furni
ture may include chairs, a desk, fil
ing cabinets, book shelves, and
some office equipment such as a
calculator, typewriter, etc.
• Keep furniture and articles of a per
sonal nature out of the office area.
• Avoid placing personal books such
as novels in the office area.
• Be safe—prohibit children from
playing in the office. An IRS agent
or IRS attorney could try to make
this aspect a relevant point. Family
use is absolutely prohibited under
this rule.

Regular Basis
• Under the principal place of
business rule, make a special effort
to conduct business in your home
office on a continuing basis. If
business is slow, at least catch-up
on your paper work or make some
business telephone calls.
• Under the meeting place rule, try to
arrange business affairs where
customers or clients are calling or
meeting regularly. Occasional use
will collapse the statute and deny
the deduction.

Convenience of the Employer
• Draft an employment agreement,
approved and signed by your
employer, that requires you to main
18/The Woman CPA, July, 1983

tain an office at home as a condition
of your employment.
• Under this rule, the university must
not provide you with an office or you
must show that the office is
inadequate—not merely inconve
nent for you.

OTHER TAX
CONSIDERATIONS

Items to Include in the
Deduction
Allowable home office costs include
depreciation (if the home is owned),
rent (if the home is rented), mortgage
interest, property taxes, insurance
premiums, utilities, telephone, and
other general home expenses such as
the cost of cleaning, painting the out
side of the house, general repairs (e.g.,
minor roof repairs), and pest control.
These costs must be prorated for the
amount of business use. Proposed
Regulation 1.280A-2(i) (3) allows the
proration to be based on the number
of rooms in the home (if of equal size)
or floor space. Other costs are deduc
tible in full. Examples include the costs
of a telephone (where there is a
separate line for the office), painting
the office space only, business decora
tion, and depreciation on equipment
and furnishings.38 Equipment includes
calculators, typewriters and similar
items. Furnishings include decks,
chairs, carpeting, and drapes. Lawn
care expenses cannot be included.
Some expenses are deductible even
if the home office deduction is
disallowed. These costs include the
business use of a telephone, supplies,
and depreciation on equipment. Mort
gage interest and property taxes are
deductible otherwise as itemized
deductions on Schedule A of Form
1040. However, the portion of these
costs prorated to the home office can
not be deducted again on Schedule A.

Amount of the Deduction
Home office expenses cannot ex
ceed gross income generated from the
use of the home office. Gross income
in this context means gross income
from the business activity reduced by
expenditures otherwise deductible but
not allocable to the office itself, such
as salaries paid and supplies. This has
the effect of not allowing the home
office expenses to the extent there is
a loss. Furthermore, the expenses
must be deducted from gross income

in the following order:
(1) Mortgage interest and taxes
(2) Other expenses such as insur
ance and utilities
(3) Depreciation39
If at any point in deducting the ex
penses above a loss occurs, the re
maining costs are not deductible. In
other words, the home office deduction
cannot produce a loss. From a plan
ning standpoint, you may want to
receive income payments in advance
in order to offset a possible loss dur
ing the tax year.

Substantiation of
the Expenses
You must keep good records in con
nection with your home office ex
penses. Maintain depreciation records
on assets being depreciated. Keep all
cancelled checks and receipts pertain
ing to home office purchases and ex
penses. Records which support your
tax return should be kept for at least
three years. Records which are
evidence of your basis in property
should be kept indefinitely. Even
though the Tax Court may estimate
your expenses under the Cohan
Rule40, the court’s estimate may be on
the conservative side. To be safe, keep
your own record of expenses as they
are incurred. In a recent case, home
office expenses of a teacher were
disallowed because the substantiation
provided was hearsay evidence of an
ex-spouse. Hearsay evidence is not
admissible as evidence in court.41

Location of the Expenses
Deducted on the Return
Employees deduct home office ex
penses on Schedule A of Form 1040
under “Miscellaneous Deductions.”
Attach an itemized schedule showing
the home office expenses and any prorations between personal and
business use of the residence.
Professors who have a secondary
business are self-employed in that
business and use Schedule C of Form
1040. The deductions are listed in
“Part II” of Schedule C. You must also
check a box on the form indicating you
are deducting home office expenses.
Schedule C expenses are deductible
even if you cannot itemize deductions
on Schedule A.

Other Tax Consequences
Gain on the sale or exchange of a
residence can be deferred under Sec
tion 1034 if certain rules are met. The
part of the gain that is allocable to a
home office is not subject to this
rollover provision if the requirements
of Section 280A(c) (1) are met in the
year of the sale.42 It would appear from
this rule that if you anticipate selling
your home, you may discontinue use
of your home office in the year of the
sale and defer the gain on the sale
under Section 1034.
Another eventual tax effect will oc
cur when depreciation is taken as a
part of the home office deduction.
Depreciation deducted reduces the
basis of the property, thereby increas
ing future gain or reducing future loss
on the sale of the property. There must
be an allocation of the cost, selling
price, depreciation, and selling ex
penses to each portion of the prop
erty-personal and business—as if
there were two separate transac
tions.43 Personal and business gains
are taxable. While personal losses are
not deductible, business losses are
deductible subject to Section 1231
limitations. As long as the residence is
not sold, this disadvantage of the
home office deduction does not
materialize. Even if you do subse
quently sell your home, deducting
home office expenses has the effect of
shifting ordinary income into capital
gain income, which is taxed at a lower
rate.
The new rules amending Section
280A in 1981 are retroactive for tax
years beginning after December 31,
1975.44 However, the rules apply to tax
years for which the making of a refund
is not barred by law. Generally, this
time period is three years from the due
date of the tax return. Thus, taxpayers
have until April 15, 1983, to file an
amended return, Form 1040X, for a re
fund of the tax paid for year 1979. Tax
payers who under the prior law could
not meet the principal place of busi
ness rule, may satisfy the rule under
the amended statute and file an
amended return taking the home office
deduction.

280A. Only one principal place of
business was allowed at that time.
Even professors who had a secondary
business could not qualify. The univer
sity was the principal place of business
because most of their income was
derived from that source.
With the 1982 amendment to the
statute, the principal place of business
rule is not quite so troublesome. Pro
fessors can engage in some type of
sideline activity and still satisfy the
code. This rule is ideal for college pro
fessors who are CPAs, authors, or con
sultants. However, those with no
sideline will find it more difficult to
qualify. The home office must be the
focal point of their income-producing
activities. For the professor who is an
employee, this focal point is almost
always at the university. Moreover, the
home office must be for the conve
nience of the employer as well as
being exclusively used on a regular
basis.
The meeting place and separate
structure rules are available for those
not able to meet the rules above.
Meeting with students at the home of
fice may help shift the focal point from
the university to the home office for the
previous rule, but students will not be
considered customers or clients for the
meeting place rule.
The exception provided for by using
a separate structure is not an option
for many taxpayers. This option is ob
viously not one that can be obtained
by minor adjustments to the taxpayer’s
home. Therefore, use of this rule re
quires significant and timely planning
unless a separate structure already
exists.

CONCLUSION

Tonya K. Flesher, CPA, Ph.D., is a
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Before 1982, many college pro
fessors were unable to deduct ex
penses for a home office because they
could not meet the principal place of
business rule provided in Section
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student at the University of Mississip
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Even though some issues still re
main, the see-saw battle between the
IRS and Congress has left us with a
body of tax law relatively favorable to
the taxpayer. It is the responsibility of
tax practitioners and taxpayers
themselves to take full advantage of
the home office provisions.
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Depreciation
Graphics
A Time Saving Tool

Multiplying .5 times the depreciable
base of $90 yields the $45 balance of
accumulated depreciation.

Sum-of-the-Years’-Digits
Method
The sum-of-the-years’-digits graph
(figure 2) is applied in the same fashion
as the straight-line graph. Again, ac
cumulated depreciation is expressed
as a percentage of depreciable base
(cost less salvage value).

While the useful life lines appear
curved, each useful life line is actually
composed of a series of short straight
lines. This feature enables the graph
to be used for assets whose current
age is not an exact round number. For
instance, assume an asset with an
original useful life of four years, a $100
cost, and a $10 salvage value; the
balance in accumulated depreciation
at the end of two and one-half years
should be $72, computed as follows:

By Larry M. Walther
Year
1
2
2

Frequently, accountants, auditors,
and others must estimate or verify
balances in accumulated depreciation
and depreciation expense accounts.
The process can be tedious and time
consuming, especially when a number
of assets are involved.
It seemed useful to attempt to
develop a simple tool which would
allow an individual to quickly deter
mine the proper amounts of ac
cumulated depreciation and deprecia
tion expense. The result was a prac
tical set of depreciation graphs. In ad
dition to allowing ready determination
of accumulated depreciation and
depreciation expense, the graphs also
provide a tool for determining when a
change from a declining balance
depreciation method to the straightline method is most advantageous for
tax purposes.1 This article presents the
graphs and explains their use.

Straight-line Method
The vertical axis of the straight-line
method graph (figure 1) expresses the
balance in accumulated depreciation
as a percentage of the depreciable
base (i.e., original asset cost less
salvage value) while the horizontal axis
is years which correspond with the cur
rent age of an asset. Each line on the
20/The Woman CPA, July, 1983

graph represents an asset with a dif
ferent useful life as indicated by the
numerals at the top of each line. Thus,
one graph can provide for assets that
have a wide range of useful lives. For
example, the straight-line method
graph includes lines for assets with
useful lives of 3 to 10,12,15,18,20,
25,30,35, and 40 years.
To determine the proper amount of
accumulated depreciation for a par
ticular asset, locate the proper useful
life line for the individual asset, locate
the point on that line which cor
responds to the current age of the in
dividual asset, and move left from that
point to the vertical axis. The value on
the vertical axis represents the percen
tage of the depreciable base which
should be included in accumulated
depreciation.
For instance, assume an asset with
an original useful life of four years, a
$100 cost, and a $10 salvage value;
after two years the balance of ac
cumulated depreciation should be $45.
This amount may be determined from
the graph by locating the four year
useful life line, moving along that line
to the point which corresponds to the
current age of two years, and moving
left from that point to the vertical axis.
The value on the vertical axis is .5.

Calculation

Depreciation Accumulated
Expense
Depreciation

4/10 x S90
$36
3/10 x $90
27
.5 2/10 x $90 x .5
9

$36
63
72

The $72 amount may easily be deter
mined from the sum-of-the-years’digits graph by locating the four year
useful life line, moving along that line
to the point which corresponds to the
current age of two and one-half years,
and moving left from that point to the
vertical axis. The value on the vertical
axis is .8. Multiplying .8 times the
depreciable base of $90 yields the $72
balance of accumulated depreciation.

Declining Balance Methods
Separate graphs have been
developed for assets which are being
depreciated by the double-declining
balance method (figure 3), and the 150
percent declining balance method
(figure 4), and the 125 percent declin
ing balance method (figure 5). These
graphs are applied in the same man
ner as the straight-line and sum-of-theyears’-digits graphs. The only dif
ference is that, for the three declining
balance methods, the vertical axis ex
presses accumulated depreciation as
a percentage of original asset cost.
As with the sum-of-the-years’-digits
method, each useful life line appears
to be curved but is actually composed
of a series of short straight-lines. This
feature enables the graphs to be used
for assets whose current age is not a
round number. For instance, assume

FIGURE 1: THE STRAIGHT-LINE METHOD GRAPH
STRAIGHT-LINE METHOD

FIGURE 2: THE SUM-OF-THE-YEARS’-DIGITS METHOD GRAPH
SUM-OF-THE-YEARS-DIGITS METHOD
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TABLE 1
Year

Calculation

Depreciation
Expense

Accumulated
Depreciation

Net Book
Value

1
2
2.5

(100 X .5)
(50 X .5)
(25 X .5 X .5)

S50
25
6.25

$50
75
81.25

$50
25
18.75

OR
Year
.5
1.5
2.5

Calculation

Depreciation
Expense

Accumulated
Depreciation

Net Book
Value

(100 X .5 X .5)
(75 X .5)
(37.5 X .5)

S25
37.50
18.75

$25
62.50
81.25

$75
37.50
18.75

TABLE II
Year

Method

Calculation

Depreciation
Expense

Accumulated
Expense

Net Book
Value

1
2
3
4
5

DDB
DDB
DDB
SL
SL

(100 x .4)
(60 x .4)
(36 x .4)
(21.6/2)
(21.6/2)

$40
24
14.4
10.8
10.8

$ 40
64
78.4
89.2
100

$60
36
21.6
10.8
0

an asset with a four year useful life, a
$100 cost, and a $10 salvage value;
the balance of accumulated deprecia
tion under the double declining
balance method at the end of two and
one-half years should be $81.25, com
puted as shown in Table I.

The $81.25 may be determined from
the double-declining balance graph by
moving along the four year useful life
line to the point which corresponds
with the current age of two and one
half years, and then moving left from
that point to the vertical axis where the
value .8125 appears. Multiplying .8125
times the asset cost of $100 yields the
$81.25 balance of accumulated
depreciation. The mechanics for apply
ing the 150% and 125% declining
balance graphs are identical to those
for the double-declining balance
method. However, it should be noted
that, for each of the declining balance
methods, depreciation should never be
accumulated beyond the amount of
the original cost less salvage value.

Depreciation Expense
Each of the five graphs may also be
used to calculate depreciation ex
pense. For an asset with a four year
useful life and a $100 cost, the double
declining balance depreciation ex
pense for the second year of useful life
is $25. (See preceding example of dou
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ble declining balance method.) The
$25 depreciation expense is simply the
change in accumulated depreciation
over the second year of useful life
($75-$50). It has already been shown
how the graphs may be used to deter
mine accumulated depreciation at the
beginning and end of a time period.
Thus, the graphs may also be used to
determine depreciation expense for a
time period.
In the later years of an assets useful
life, a tax advantage may sometimes
be achieved by changing from a
declining balance depreciation method
to the straight-line method. This
change may be undertaken without
special approval of the Internal Rev
enue Service. The age at which to
change to straight-line depends on the
declining balance depreciation method
in use and the useful life and salvage
value of the asset in question.
For instance, assume an asset with
a five year useful life, a $100 cost, and
no salvage value; for tax purposes, it
would be most advantageous to depre
ciate the asset by the double-declining
balance method for the first three
years of its useful life and by the
straight-line method for the last two
years of its useful life. The deprecia
tion schedule for this asset would ap
pear as in Table II.

If the double-declining balance method
had been used throughout the entire
useful life of the asset, depreciation ex
pense during the last two years would
have been only $8.64 and $5.18.
The declining balance method
graphs can be used to determine when
it is most advantageous to shift to the
straight-line method by using the
following procedures:
(1) Determine the percentage that
original asset cost less salvage value
is of original cost:
(cost - salvage value)/cost
(2) Locate the percentage calculated in
step (1) on the vertical axis of the
graph.
(3) On the horizontal axis, locate the
original useful life of the asset in
question.
(4) Locate the single point on the graph
which is to the right of the point
located in step (2) and above the
point located in step (3).
(5) Locate the useful life line which cor
responds to the useful life of the
asset in question.
(6) Draw a line from the point located in
step (4) which is tangent to the line
located in step (5). (NOTE: If the
point located in step (4) is on or
below the end of the useful life line
located in step (5) then a shift to the
straight-line method will never be
advantageous.)
(7) From the point of tangency located
in step (6) (i.e., the point in step (6)
where the line drawn in step (6) just
touches the useful life line) move
down to the horizontal axis. The
value on the horizontal axis is the
age at which a shift to the straightline method is most advantageous.
1The discussion pertaining to changes in
depreciation methods would not apply to new
assets depreciated under the accelerated cost
recovery system.

Larry M. Walther, CPA, Ph.D., is
assistant professor of accounting at the
University of Texas at Arlington. His
articles have appeared in various
accounting and business journals.

FIGURE 3: THE DOUBLE-DECLINING BALANCE METHOD GRAPH
DOUBLE-DECLINING-BALANCE METHOD

FIGURE 4: THE 150% DECLINING BALANCE METHOD GRAPH
150% DECLINING-BALANCE METHOD
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FIGURE 5: THE 125% DECLINING BALANCE METHOD GRAPH
125% DECLINING-BALANCE METHOD

Figure 6 illustrates the application of
the preceding steps for a five year
useful life asset (no salvage value) be
ing depreciated by the double
declining balance method. For clarity,
several of the useful life lines have
been omitted from figure 6. Certain
of the preceding steps are indicated in
figure 6 next to the point on the graph
located in that step. With one excep
24/The Woman CPA, July, 1983

tion, the most advantageous point to
shift to straight-line always occurs ex
actly at the beginning of a new year of
useful life. The exception occurs when
the tangency line (drawn in step (6))
lies directly on one of the short straight
lines which make up the useful life line.
In this case, a shift to straight-line may
be made at any time during the period
in which the tangency line and useful

life line overlap.

Conclusion
It is hoped that depreciation graphs
will find numerous time saving applica
tions. The graphs should be especial
ly useful to auditors and others who
frequently approximate or verify
depreciation amounts.

Internal Control
Evaluation
The State of the Art

By Charles D. Bailey

So much has been written recently proach possible and, if so, why has it
about internal control evaluation that not been widely implemented? Some
auditors may wonder whether they are tentative answers to these questions
current. CPA firms have issued are offered below.
voluminous guides, Statement on
Auditing Standards No. 30 has been The Profession’s Acceptance
issued, and articles have appeared in of Traditional Methods
most accounting journals expounding
Data from an October 1980 random
specific evaluative approaches.
sample of CPAs sheds some light
Internal control evaluation has been, upon the acceptability of the traditional
at least until recently, a highly subjec internal control questionnaire. The
tive operation. In a process best CPAs involved were members of the
described as “expert judgment,’’ the AICPA and were auditors practicing
auditor combines numerous bits of with the twenty-five firms having the
uncertain (probabilistic) information to largest numbers of AICPA members.
arrive at an overall subjective evalua Their auditing experience ranged from
tion of the strength of the internal con two years to thirty-five years, with a
trols in a particular system. The mean of 11.4 years. The percentage
process is comparable to a physician’s of partners and principals among those
diagnosis of, say, the probability that who responded was 33 percent. Thus
a stomach ulcer is malignant based the sample seems to be representative
of the auditing personnel of the major
upon the relevant symptoms.
For about two decades, methods firms.
The main purpose of the research
have been suggested to increase the
objectivity of this judgment process. was to study auditors’ judgment pat
The account provisions of the Foreign terns by having them evaluate the in
Corrupt Practices Act of 1977 have, of ternal controls in hypothetical cases.
course, accelerated the trend. In view The cases first presented appropriate
of recent developments, is the tradi background information about a com
tional “internal control questionnaire” pany’s management and internal con
still considered appropriate by most trol environment. Then the internal
auditors? Have any breakthroughs controls in the cash receipts depart
been achieved? Is a truly objective ap ment were described by a pre-an

swered internal control questionnaire,
which was adapted from a thirty-oneyear-old AIA publication1 and from
various current auditing textbooks and
CPA firm questionnaires. The auditors
were asked to evaluate, on a five-point
scale, the strength of the internal ac
counting controls over cash receipts.
There were some misgivings about
the use of a traditional internal control
questionnaire, in view of the recent ef
forts by many firms to upgrade their
methodology. However, similar inter
nal control questionnaires had been
used in other recent and similar
experiments.
Surprisingly, the auditors over
whelmingly accepted the internal con
trol questionnaire approach as valid.
Of 141 auditors surveyed, 117 (83 per
cent) responded. When asked for their
criticisms, only four of them, represen
ting three different “Big-Eight” firms,
criticized the use of a traditional ques
tionnaire approach to internal control
evaluation. They offered this type of
comment:
One cannot realistically evaluate internal
controls through a checklist approach.
One must review the transaction flow
and determine key control techniques to
accomplish the control objectives.
(Auditor with seven years experience.
Another auditor with the same years of
experience, and located at another
office of the same firm, voiced a very
similar criticism.)
This is the old approach of pro
cedures orientation. The new approach
which focuses on objectives of controls
would be much better. (Partner with
nine and one-half years experience.)

An auditor with another firm re
fused to evaluate the case because of
the questionnaire design but sent his
firm’s literature. However, seven other
auditors from his firm, including three
partners, responded without similar
objections.
Thus out of an experienced group of
117 auditors, only four protested the
use of a traditional questionnaire ap
proach to internal control evaluation.
These results indicate that the method
is still widely accepted.

The Perplexing Task of
Internal Control Evaluation
The design and evaluation of
systems of internal accounting con
trols, as now performed, appears to be
more an art than a science. The best
internal control systems offer only sub
jective reassurance that the risk of er
rors and irregularities has been
The Woman CPA, July, 1983/25

satisfactorily reduced. Mautz and
Sharaf offered these observations
twenty years ago:
Thus each audit poses an individual
situation. From the infinite variety of
possible internal control procedures,
which ones are employed and how well
are they functioning?2
It must be recognized that the evalua
tion of internal control is at best a difficult
and
subjective
weighing
of
imponderables.3
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When Statement on Auditing Stan
dards No. 20 was issued in 1977,
requiring auditors to report to man
agement any material weakness in in
ternal accounting control which come
to their attention during the course of
an audit, some of the dissenting com
ments by Auditing Standards Execu
tive Committee members were
prompted by the limitations they saw
in the state of the art:
Existing authoritative literature does not
provide guidance sufficient for the
auditor to measure objectively and
uniformly the materiality of weakness in
systems of internal accounting control.
SAS No. 20 does not provide a uniform
approach to objective criteria for the
identification of material weaknesses.

And in its recent statement of stan
dards for reporting on internal account
ing control, the Auditing Standards
Board declared:
The evaluation of identified weaknesses
is necessarily a very subjective process
that depends upon such factors as the
nature of the accounting process and of
any assets exposed to the weaknesses,
the overall control environment and the
experience and judgment of those mak
ing the estimates.3

Such comments as these, stressing
the inescapable subjectivity of audit
ors’ judgments, would seem to indicate
that the methodology has advanced lit
tle since 1949, when the Committee on
Auditing Procedure issued its study In
ternal Control. The study presented an
overview of the principles, practices,
and relationships involved in a system
of internal controls and warned:
The committee wishes to make it clear
that neither the preceding discussion of
internal control nor the illustrative
charts...purport to set forth any formula
or pattern by which the effectiveness of
a particular system may be measured.
The problem, of course, is much too
complex for any such treatment.6

Despite the difficulties and obstacles
cited above, the auditing profession
has been moving deliberately toward
more objective criteria and pro
cedures. In the following section, some
26/The Woman CPA, July, 1983

of the major attempts at improving ob
jectivity will be discussed.

The Quest for Objective
Internal Control Evaluation
Almost two decades ago, R. Gene
Brown’s article “Objective Internal
Control Evaluation” appeared in the
Journal of Accountancy.7 He proposed
a quantified questionnaire in which
numerical values would be assigned to
each question. A “yes” answer would
yield the assigned value, while a “no”
answer would yield zero, and the
percentage of potential points
achieved by a system of controls would
be called its “effectiveness index.”
The weights assigned to each question
would reflect the auditor’s expert judg
ment, but Brown envisioned establish
ing weights on a national, or at least
intrafirm, basis.
The approach did not, of course,
take root. Cushing attributed this
failure to the “dubious value” of
nominal (yes-or-no) measures “for pur
poses of developing comprehensive
models of internal control systems.”8
Brown’s idea does seem to have some
merit, particularly as a “trend analysis
on recurring engagements.”9 But even
a small subsystem of controls in a
single company will not likely remain
unchanged for more than a couple of
years. Some function will be added or
removed or the relationships to other
functional areas of the organization will
change. And when a single factor
changes, the effects of interactions
with other controls will change. For ex
ample, the removal of one control may
alter the importance of several other
controls; or the introduction of a mini
computer may weaken the controls
over separation of duties.

Guidance from the AICPA
Underlying the AICPA’s philosophy
of internal control evaluation is the
assumption that “generalized or
overall evaluations are not useful to
auditors because they do not help the
auditor decide the extent to which
auditing procedures may be restricted.
On the other hand, the auditor would
ordinarily confine his evaluation to
broad classes of transactions.”10 The
Committee on Auditing Procedure, in
its 1949 report, illustrated this princi
ple by segregating a company into
sales, accounts receivable, cash
receipts, purchases, cash disburse
ments, and payroll cycles.11

While the cycle approach is firmly
entrenched, David Burns has cited
some dangers of relying exclusively
upon it: The auditor “enters upon un
charted seas” when he or she “goes
beyond the small group of accounting
controls.” Yet certain important audit
decisions require reliance upon an
extensive subsystem of controls.
Although weaknesses in the sepa
rately-examined subsystems may be
considered minor, “a combined
evaluation of the same controls may
disclose that they jointly pose a
material threat.”12 This phenomenon
is related to the interaction effect men
tioned above; when a single control
factor in a system changes, it may alter
the importance of several other
controls.
The AICPA has traditionally viewed
internal control evaluation in the con
text of an auditor’s needs under the
second standard of field work: “as a
basis for reliance thereon and for the
determination of the resultant extent of
the tests to which auditing procedures
are to be restircted.”13 The Cohen
Commission proposed that auditors
should expand their study and evalua
tion to “form an opinion on the func
tioning of the internal accounting
control system.”14 Most recently,
pressure from the SEC has propelled
the profession, and in turn the AICPA,
toward a broader view of the problem.

Error State of the
Input Document:

firms have been following for years.15
Using the cycle approach, the report
illustrates specific control procedures
to meet specifically identified objec
tives.
In recognition of the increased im
portance of auditors’ engagements to
report on internal accounting control,
a new standard for such reporting was
issued in July 1980. The statement
gave no additional guidance on tech
niques of evaluation, but re-empha
sized that specific control procedures
should be related to specific control
objectives: “The accountant should
focus on procedures in terms of their
significance to the achievement of
specific objectives rather than consider
the specific procedures in isolation.”16
Thus the AICPA has encouraged a
systematic approach which is consist
ent with the documentation now used
by most large CPA firms. At the same
time, it has re-affirmed its belief in the
ultimate subjectivity of the process and
has therefore not embraced quan
titative, objective techniques.

Mathematical Models: Truly
Objective Evaluation?
There exists an intriguing alternative
to the subjective techniques now be
ing used. Mathematical models of ac
counting systems and the related con
trols can be constructed and used to

rected. Thus the likelihood of the ex
istence of particular types of errors will
change. These error types, or “error
states,” may be defined in various
ways, depending upon the character
istics of a particular system. In their
simple example involving the process
ing of a time card, Yu and Neter de
fined just two types of error: monetary
and nonmonetary. Monetary errors
were those involving dollars, while
nonmonetary errors involved anything
else such as social security numbers,
names, or work hours. With these two
error types, there are four error states:
(1) error-free output, (2) output with
monetary error only, (3) output with
nonmonetary error only, and (4) output
with monetary and nonmonetary er
rors. For each processing step in the
system, it is necessary to determine a
“transformation probability matrix.”
Another mathematical modeling ap
proach was described by Cushing.19
He adapted techniques of reliability
theory, originally developed by
engineers who needed to predict the
reliability of hardware and electrical
equipment in the space programs. In
addition to modeling system reliability
under various levels of complexity,
Cushing discussed the incorporation of
costs into the model so that the cost
effectiveness of various controls might
be evaluated. Stratton later undertook
to demonstrate the workability of the

Probability that the Output Document will Contain:
Both Monetary and
Monetary
Nonmonetary
Nonmonetary Errors
Error Only
Error Only
No Errors

Absence of Any Errors

.90

.02

.06

.02

Presence of Monetary
Error Only

.02

.95

.02

.01

Presence of Nonmonetary
Error Only

.50

.05

.40

.05

Presence of Monetary
and Nonmonetary Errors

.80

.10

.05

.05

Exhibit 1: Transformation probability matrix for a particular clerical task, adapted from Yu and Neter.

The AICPA’s special advisory com
mittee on internal accounting control
issued its report in April 1979, pro
viding general guidelines for corporate
management to follow in their evalua
tions. The principles set forth are the
ones which most large accounting

predict the accuracy and reliability of
the output of an accounting system.17
Yu and Neter18 proposed a model
using matrix algebra. As information is
processed through various steps, or
“operating elements,” of a system,
errors may be either introduced or cor

approach by using computersimulated data.20
The models are indeed theoretical
ly applicable, but the problems of im
plementation are considerable. The
major obstacle is the estimation of
probability (and cost) parameters.
The Woman CPA, July, 1983/27

What is the probability that a payroll
clerk will overlook the absence of a
supervisor’s signature on a time card?
How frequently will an accounts
payable clerk fail to take a cash dis
count? Cushing saw the task of
estimating parameters as being feasi
ble “if a structured program of collec
tion and analysis of past error and cost
data is developed.” Yu and Neter cited
estimation-sampling methodology from
statistical literature and said that “the
basic data necessary for estimating
the transition probabilities...are
generally available in the audit work
ing papers.”
Cushing recognized another major
practical problem: obtaining probabil
ities related to embezzlement and
other irregularities. He suggested that
the experience of bonding companies
and major CPA firms might fill this gap.
Bodnar suggested that such probabil
ities might have to be excluded from
the models, but that the models still
would be useful for ranking systems
according to relative reliability.21
Even if substantial bodies of data
are accumulated to estimate the prob
ability parameters, estimates obtained
from the population will not be correct
for a particular individual. People are
not produced on an assembly line, and
the very idea that they are inter
changeable is anathema.22 While all
transistors of a given type may be
equally acceptable in an electronic cir
cuit, the same is not true of all account
ing personnel performing a particular
type of task — particularly when they
have been hired and trained by dif
ferent organizations.
Furthermore, the error rate for a
specific accounting function will surely
depend upon the environment in which
it is performed. If an individual’s work
load is too high, the error rate will like
ly increase. Distractions built into the
work environment or resulting from an
ill-conceived system may have a
similar effect. Each person’s job is in
some way unique, and so is each task
that the person performs. Sales in
voices, for example, vary greatly in

28/The Woman CPA, July, 1983

their layout and design, and these fac
tors may serve to induce errors or to
prevent them. Thus it is difficult to en
vision useful error-rate data being col
lected on an intercompany basis.

Summary
Evaluation of internal control is a
complex task requiring an auditor’s ex
pert judgment. Because control
systems and the people involved vary
so widely, the art of evaluating them
has not been reduced to a formula or
computer algorithm.23
The exercise of judgment is neces
sary in every profession. Nothing has
happened to change dramatically the
way in which auditors evaluate inter
nal control, but considerable effort has
already been made by the accounting
firms, the AICPA and others to en
courage a more systematic, docu
mented approach to judgment
formation.
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During the past decade, the
accounting profession has en
countered rapid and sometimes
revolutionary changes in its environ
ment and has responded with changes
in accounting standards necessary to
provide information beneficial to in
vestors and other user groups.
Although these changes have often
been accepted by the business and
financial community with mixed reac
tions, the profession’s willingness to
change is evidenced in part by the
quantity of output from the Financial
Accounting Standards Board (FASB).
One approach used by the FASB in
dealing with complex reporting issues
has been to encourage experimenta
tion with various accounting and
reporting alternatives.1 This approach
implies that acceptance in the market
place and continuing research are
necessary and vital elements in resolv
ing complex issues. It also establishes
a mood of reflection and theoretical ex
change concerning financial reporting
which views authoritative pronounce
ments as evolving standards and not
as immutable laws or decrees.
One of the most emotional issues
recently addressed by the accounting
profession, the FASB, and the SEC is
the historical cost accounting model
and the need for its modification. The
continuing discussion regarding his
torical costs has generated Account
ing Series Release (ASR) No. 190, as
well as Statement of Financial
Accounting Standards (SFAS) No. 33
— essentially a replacement of ASR
No. 190. SFAS No. 33 presented a
piece-meal approach to reporting nonhistorical cost information on a supple
mental basis, and it stressed the
experimental nature of the reporting
requirements contained therein.2

SFAS No. 33 was issued primarily to
deal with the effects of inflation on the
measurement of net income from
operations and the reporting of inven
tories and certain fixed assets.
However, the liabilities component of
the fundamental accounting equation
was not addressed by this pronounce
ment except indirectly by requiring
disclosure of net gains or losses
resulting from holding both monetary
assets and liabilities. Liabilities are,
therefore, measured only on the basis
of historical cost in the SFAS No. 33
balance sheet (net asset) disclosures.
Even though SFAS No. 33 has
resulted in substantial improvement in
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the relevance of accounting informa
tion, the required supplemental
disclosures are not adequate with
respect to liabilities. With these limita
tions in mind the purposes of this
paper are:
1. To respond to the FASB’s call for
input and experimentation in the
area of reporting the effects of in
flation on financial statements.
2. To suggest that the presentation
of many long-term liabilities in the
financial statements do not ade
quately reflect the current eco
nomic environment.
3. To provide some evidence about
the materiality of the difference
between historical cost debt
presentations and the present
value of outstanding debt.
4. To suggest that long term
liabilities should be restated each
period using the present value
approach, and this restatement
should be given supplemental
disclosure.

Measurement of Liabilities
Under Existing Standards
The authoritative literature that ad
dresses the measurement of certain
enterprise liabilities to be reported in
the primary financial statements is Ac
counting Principles Board Opinion

(APBO) No. 21, “Interest on Receiv
ables and Payables,’’ issued in 1971.3
The issue addressed in this Opinion
deals with the determination of the
historical cost of a transaction involv
ing the exchange of a debt instrument.
According to the opinion, when a debt
instrument is exchanged for cash it is
assumed that the stated interest rate
represents the fair market value (FMV)
of the funds, and the face of the note
represents both the FMV and the his
torical cost of the transaction.
However, if the debt instrument is ex
changed for property, goods, or ser
vices, and the stated interest rate is not
representative of the market for simi
lar-risk securities (or is non-existent),
then the value assigned to the ex
change is the fair market value of the
property, goods or services or the FMV
of the debt instrument. In determining
the FMV of the debt instrument, con
sideration is given to the “...credit
standing of the issurer, the prevailing
rates for issuers with similar credit
ratings...’’ and other evidence useful
in approximating an arms’ length
exchange.4
The Accounting Principles Board
(APB) thereby established the present
value of future cash flows relative to
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rate used to establish historical cost,
there will be a material difference be
tween the present value of the debt
and the recorded book value of the
debt. SFAS No. 33 did not address this
problem pertaining to the current
measurement of liabilities. It required
only the following minimum sup
plemental disclosures:1
1. Income from continuing opera
tions on a constant dollar basis.
2. The purchasing power gain or
loss on net monetary items.
3. Income from continuing opera
tions on a current cost basis.
4. Current cost amounts of inven
tory and property, plant and equip
ment at the end of the year.
5. Increases or decreases in cur
rent cost amounts of inventory and
property, plant and equipment, net
of inflation.6

It is apparent from the above sum
mary, that SFAS 33 addresses debt
only indirectly(item 2). All monetary
items are netted to compute the pur
chasing power gain or loss which is
presented as a separate line-item total
in the supplemental information. The
calculation
of purchasing power gain
Free to applicant;
or loss reflects historical changes in
companies pay our fees.
the purchasing power of the dollar, but
excludes consideration of changes in
the present value of debt resulting from
debt exchanges as the appropriate shifts in the supply and demand for
method of determining the historical funds.
cost of a specific set of transactions
Because APBO No. 21 considers
under certain circumstances. How exclusively one class of liabilities and
ever, in measuring present values, the prescribes a present value calculation
APB expressed a preference for using1 only at the transaction date, and
(1) the FMV of the property, goods, or because SFAS No. 33 excludes debt
services exchanged (the cash sales restatement from supplemental
price) or (2) the FMV of the debt instru disclosure, it is appropriate to question
ment (current cash sales price when the efficiency of these standards to
established markets exist). The ra provide the necessary information on
tionale for the present value approach long term debt under current infla
to measuring debt transactions was tionary and volatile money market
provided in Opinion No. 21:
conditions.
Nonrecognition of an apparently small
The literature provides theoretical
difference between the stated rate of in
terest and the applicable current rate support for a present value approach
may have a material effect on the finan to debt measurement:
cial statements if the face amount of the
note is large and its term relatively long.5

Interestingly, APBO No. 21 requires
that any interest rate changes subse
quent to the date of the transaction be
ignored. Obviously, the purpose of the
Opinion was to establish historical cost
using a measure which approximates
current value on the transaction date.
It follows from the above stated logic
of the APB that if, subsequent to the
debt issuance, the current market in
terest rate differs significantly from the
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...enterprise liabilities are sometimes af
fected by price changes changes in the
purchasing power of the dollar, interest
rate changes or other events and cir
cumstances that may be partly or wholly
beyond the control of an enterprise and
its management.
When one considers the stated objec
tives of financial statements, it seems
apparent that some type of realistic
disclosure must be made of the current
values of an enterprise’s...liabilities...
Ideally, the current value of assets
and liabilities would be determined by

measuring the present value of their ex
pected cash flows. If an enterprise had
perfect knowledge of the amount and
timing of net cash flows related to each
of its assets and liabilities, it could deter
mine precisely the current value of each
of these items.8

The long-term liabilities addressed in
this paper are those termed “Class A’’
in the FASB’s “Conceptual Frame
work...” Class A liabilities are those
that require specified money payments
at specified dates. The FASB stated
that:
The essential information for measuring
the present value of expected cash flows
tends to be favorable for Class A
liabilities. By definition, the amounts and
timing of the cash flows are known; the
appropriate rate of discount may be
known or reasonably determinable...9

Since the measurement approach
for translating cash flows into present
value is already established in APBO
No. 21, and since an appropriate dis
count rate can be readily determined
when debt markets exist, the present
value calculations necessary to restate
liabilities are, therefore, easy, objective
and verifiable.

Magnitude of the Liabilities
Valuation Problem:
Some Empirical Evidence
During the last two decades, short
term and long term interest rates have
increased dramatically; consequently,
many companies have existing debt
which was issued at effective interest
rates far below the current rate for
similar debt. As interest rates rise, the
market, or real value, of debt de
creases. When the difference between
the issue rate and the current market
rate becomes large, as has been the
case with debt issues of many com
panies recently, the market value of
the debt varies significantly from the
accounting book value.
To illustrate the effects on debt when
current market rates of interest differ
from actual issue rates, the financial
statements of eight major U.S. cor
porations were investigated. The dis
closures contained in the financial
statements of each company were in
adequate to allow re-valuation of their
total debt portfolios. Therefore, only
certain debt issues from each corpora
tion were selected. Each of these debt
issues has been outstanding for sev
eral years, with at least ten years re
maining to maturity, and with interest
rates that vary from 5.3% to 9⅜%.

EXHIBIT I
Historical Cost and Current Valuation of Selected Debentures
of Eight Major U.S. Corporations
(1)

(2)

(4)

(5)

Historical Book Value

(3)
Current Discounted
Present Value

[(2) - (3)]
Dollar Overstatement

[(4) - (2)]
Percent Overstatement

2001
2001

$250,000
175,459

$145,395
88,272

$104,605
87,187

42%
50%

Mobil
Corporation
8½%
2001

729,000

404,570

324,430

45%

Bethlehem
Steel
9%
8⅜%
8.45%

2000
2001
2005

110,600
200,000
250,000

65,136
109,510
135,292

45,464
90,490
114,708

41%
45%
46%

Sears
6⅜%
8⅝%
8%
7⅞%

1993
1995
2006
2007

73,500
103,000
250,000
300,000

36,699
61,451
127,940
150,838

36,801
41,549
122,060
149,162

50%
40%
49%
50%

IBM
9%%

Debt Issue

Phillips
Petroleum
8⅞%
7⅝%

2004

500,000

299,813

200,187

40%

General Electric
5.3%
1992
7½%
1996
2004
8½%

80,000
149,000
295,000

369,923
78,393
161,288

43,077
70,607
133,712

54%
47%
45%

General Motors
8⅝%
2005

300,000

165,539

134,461

45%

DuPont
8.45%
8.5%

286,000
264,000

155,503
143,153

130,497
120,847

46%
46%

2004
2006

The data collected and analyzed are
summarized in Exhibit I. Information
identifying the companies and the
specific debentures selected is
presented in Column 1. The book
value of each issue is shown in Col
umn 2, and the corresponding present
value of the related future cash flows,
discounted at 16%, is calculated in
Column 3.10 These values represent
the current value measure of each
debt issue. Comparison of the
calculated present values with the cur
rent quoted market price for each debt
issue produced only negligible dif
ferences. This would seem to add fur
ther credibility to the present value
measurement of long term debt.
The dollar amount of the overstate

ment of the debt issue (Column4) and
the percentage of overstatement (Col
umn 5) are presented in Exhibit 1 to
allow the reader to consider the
significance of the overstatement. It
should be noted that the percentages
in Column 5 range from 40% to 54%
of book value. These percentages ap
pear to be significant when considered
individually; however, it should be
stated again that they resulted from
analysis of only selected debt issues
of each company and did not include
entire portfolios of debt. Consequently,
the overstatement of these issues may
or may not be representative of those
contained in the liabilities of mature
companies. It is unfortunate that finan
cial statement disclosures were inade

quate to allow restatement of the entire
debt of each company; and perhaps
this lack of information further em
phasizes the need for supplemental
disclosure of either the FMV of debt or
the minimum information necessary
for user calculation.
It is not unreasonable to assume
that there may be a significant group
of companies whose entire debt port
folio is overstated by as much as 50%
(as may be inferred by Exhibit 1).
Clearly, in this event, if this information
were readily available there could be
a major change in the way the finan
cial position of firms is analyzed. The
implications of this type of disclosure
on the capital markets can only be
speculated. However, some compa
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nies may find debt easier to acquire,
perhaps even at a reduced rate
because their financial statements are
stronger from a long-run solvency
standpoint. Stockholders may also be
pleased to learn that they are in better
condition than the traditional financial
statements indicate. The potential im
pact and usefulness of more realistic
debt values could be enormous
It has been suggested that the dif
ferences between the discounted pres
ent value and the historical cost of
each debt issue should be calculated
each period with the change from the
previous period shown either as an ad
justment to income or as an adjust
ment to equity.11 This aspect of infla
tion accounting for debt represents a
longstanding dilemma which will not be
easily resolved. However, this dilemma
certainly should not be allowed to
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deter the profession from requiring
disclosure of the current value of debt
— which is a separate issue. If the cur
rent value of debt is disclosed as sup
plemental information, the financial
statement user could make a personal
choice regarding any related adjust
ment to income or equity.

not be reported, then the disclosures
should at least be expanded to provide
sufficient information to allow users to
make their own calculations of the pre
sent value of the total long term debt
portfolio.

Summary and
Recommendations

1 “Financial Reporting and Changing Prices,’’
Statement of Financial Accounting Standards No.
33, (Stamford, Conn: FASB, 1979), paragraphs
11-15.
2lbid., paragraphs 23-54.
3“lnterest on Receivables and Payables,” Ac
counting Principles Board Opinion No. 21,
American Institute of Certified Public Accoun
tants (New York, 1971).
4Ibid., paragraphs 13-14.
5lbid., paragraph 10.
6“Financial Reporting and Changing Prices,”
paragraphs 29-56.
7“Elements of Financial Statements of
Business Enterprises,” Statement of Financial
Accounting Concepts No. 3, (Stamford, Conn.:
FASB, 1981), paragraph 34.
8Ellis, Loudell O. and Ronald J. Thacker, In
termediate Accounting, McGraw-Hill, 1980, pp.
1191-1193.
9"Conceptual Framework for Financial Ac
counting and Reporting: Elements of Financial
Statements and Their Measurement,” FASB.
Discussion Memorandum, (Stamford, Conn.:
FASB, 1976), paragraph 542.
10A discount rate of 16% represents the ap
proximate prevailing market rate for high qual
ity debentures at the time of this study.
11 For an excellent discussion of this issue see
“Inflation Accounting for Debt,” by Lawrence
Revsine, Financial Analysts Journal, May-June,
1981, pp. 20-29.

The escalation in long term interest
rates in recent years has produced
new and difficult problems for today’s
corporate leaders. These conditions,
however, have caused managers who
moved their companies into highly
leveraged positions during the early
and mid-seventies to appear to be
financial wizards. It could be said that
a firm’s greatest asset today is its tenyear old debt. There is no question that
stockholders of companies carrying
large amounts of low cost, long term
funds are enjoying an advantage in
today’s money markets. Financial ac
counting, however fails to measure
and report such advantage. Under cur
rent accounting standards the balance
sheet presents all debt as equivalent,
whether it was issued in the current
year at 16% or ten years ago at 8%.
The FASB did not specifically ad
dress the problem of debt valuation in
its Statement No. 33 dealing with the
effects of inflation on financial state
ments. Problems of failure to account
for the changes in the real value of
debt related to increased in long term
borrowing rates may materially affect
investor and managerial decisions. Ac
cordingly, the FASB is encouraged to
consider this problem and to issue a
standard requiring supplemental dis
closure of current valuations of long
term debt. By issuing standards requir
ing supplemental disclosure, the FASB
would ensure the availability of a
realistic current measure of liabilities
to financial statement users. Moreover,
this approach would allow users the
flexibility to interpret differences bet
ween the book value and current value
of debt in the way they consider to be
most appropriate. If the FASB decides
that the current value of debt should
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SEC Accounting
Fellows Named
The Securities and Exchange Com
mission has recently named Michael
P. McLaughlin of Stamford, Connec
ticut and Dorthy E. Walker of New
York, New York, to serve as Profes
sional Accounting Fellows in the Office
of the Chief Accountant for two-year
terms beginning in the summer of
1983. John H. Smith has been ap
pointed to serve as the Academic
Fellow for the year beginning August
1. Currently, Mr. McLaughlin is an
audit manager with Peat, Marwick, Mit
chell & Co. while Ms. Walker is an
audit manager with Laventhol & Hor
wath, and Dr. Smith is Professor of Ac
counting at the University of Iowa.
At the Commission, Mr. McLaughlin,
Dr. Smith and Ms. Walker will work
directly with Clarence Sampson, the
Chief Accountant, and will be involved

in the study and development of rule
proposals under Federal securities
laws, liaison with professional account
ing standard-setting bodies and con
sultation with registrants on accoun
ting and reporting matters. According
to Mr. Sampson, “the Professional Ac
counting Fellow program, which is
entering its eleventh year, has been a
tremendous success. The Fellows are
outstandingly qualified accountants
who bring the Commission a continual
fresh perspective and foster better
communication between the Commis
sion and the private sector. The
Academic Fellow program, entering its
fifth year, has likewise been valuable
in providing the Office of the Chief Ac
countant a research analysis resource
and the perspectives of the academic
community.”
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